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Preface and Acknowledgements 


‘The contributors to this book are delighted that it has proved sufficiently popular with instructors 
and students that the publishers have commissioned a fifth edition. As always, contributors have 
substantially revised their chapters for the new edition to reflect contemporary developments in 
the global economy. 

My thanks to the contributors for the work they have put into their chapters, and for complying 
with the tight schedule required in publishing a book of this type. 

For this edition, we welcome two new authors—Ann Capling and Silke Trommer—who have 
taken over responsibility for the chapter on the global trade regime. Health problems prevented Gil 
Winham, who had authored this chapter in all previous editions, from contributing this time. We 
all wish Gil well and are particularly grateful for his being willing to permit us to include materials 
from earlier editions in the revised trade chapter. 

Preparation of a volume of this size is a major task, which would not have been possible without 
the able assistance of Caleb Lauer, a PhD student in the Balsillie School of International Affairs, 
who had the major responsibility for preparing the manuscript to OUP’s requirements, Caroline 
Cottet was responsible for updating the tables and figures in Chapters 6 and 11, Terry d’Andrea 
updated the PowerPoint® slides that are part of the online resources for the book. 

My principal debr, as always, is to my wife, Stefa Wirga, who has provided encouragement and 
support throughout the project from its original conceptualization. 

JOHN RAVENHILL 


Economics for non-economists 


‘Students in Global Political Economy courses are often concerned about their lack of background 
in economics, While we provide concise explanations in this book for all of the key concepts that 
‘we use (and the book contains a comprehensive Glossary), students often want to go beyond this 
basic information to improve their knowledge of economics. The following books are useful intro- 
ductions, written with the non-specialist in mind: 
James Gerber, International Economics, 6th edn (Prentice Hall, 2013) 
John Black, Nigar Hashimzade, and Gareth Myles, Oxford Dictionary of Economics, 4th edn 
(Oxford University Press, 2012) 
Donald Rutherford, Routledge Dictionary of Economics, 3rd edn (Routledge, 2012) 
Donald Rutherford, Economics: The Key Concepts (Routledge, 2007) 
For those who are comfortable with basic economic concepts, the following are the best intro- 
ductory overviews of major theoretical approaches to international economics: 
Paul Krugman and Maurice Obstfeld, International Economics: Theory and Practice, 10th edn 
(Pearson, 2014) 
Peter B. Kenen, The International Economy, 4th edn (Cambridge University Press, 2000) 
Every efforthas been made to trace and contact copyright holders but this has not been possible 
in every case. If notified, the publisher will undertake to rectify any errors or omissions at the earli- 
est opportunity. 


New to this Edition 


+ A new chapter on the Global Trade Regime, written by Professor Ann Capling and Dr Silke 
‘Trommer. 


+ Increased coverage of the rise of new actors, especially the BRICs, and the role of developing 
economies in global governance. 


+ The chapter on production has been moved earlier in the book to form a newly organized Part Il 
looking at global trade and production. 
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Reader's guide 
‘The contemporary international economic system is more closely integrated than in any previous 
‘era. The Global Financial Crisis, a decade on, continues to exert a profound influence on the global 
‘economy. The crisis and its aftermath provide a clear illustration of the relationship between trade, 
finance, international institutions, and the difficulties that governments face in coping with the prob- 
lems generated by complex interdependence. 

Before 1945, the spectacular increase in economic integration that had occurred over the previous 
‘century was not accompanied by institutionalized governmental collaboration on economic matters. 
International trade patterns also changed very little over several centuries before 1945. The end 
‘of the Second World War marked a significant disjunction: global economic institutions were created, 
the transnational corporation emerged as a major actor in international economic relations, and pat- 
terns of international trade began to change markedly from the traditional North-South exchange of 
manufactures for raw materials. 

Since the emergence of global political economy (GPE) as a major subfield of the study of inter- 
national relations in the early 1970s, GPE scholars have generated an enormous literature that has 
‘employed a wide variety of theories and methods. Most introductions to the study of GPE have 
divided the theoretical approaches to the subject into three categories: liberalism, nationalism, and 
Marxism. This threefold typology is of limited utility today, given the overlap between many of the 
approaches classified in different categories, and the wealth of theories and methodologies applied in 
the contemporary study of global political economy. 
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Prologue: the Global Financial Crisis 


A decade after its onset, the Global Financial Crisis, 
or, in the terminology favoured by the International 
Monetary Fund, the ‘Great Recession’, continued to 
exert a profound impact on the global economy. In 
the eurozone, unemployment rates remained in the 
double digits while those in Greece and Spain were 
double that. Youth unemployment rates in most 
euro-area countries were double the national aver- 
age (http://www.oecd.org/std/labour-stats/HUR- 
Mar16.pdf). By mid 2015, banks in the euro area still 
had €900 billion in non-performing loans (IMF 2016: 
33). The Great Recession, as we will discuss in more 
detail, appeared to have set the global economy on 
a course of lower investment, lower growth, and 
lower trade. 

‘The Global Financial Crisis was triggered in Septem- 
ber 2008 when the American financial services firm, 
Lehman Brothers, filed for bankruptcy, the largest 
single bankruptcy in United States history. The news 
triggered a massive sell-off of shares on Wall Street, 
the Dow Jones Index shedding more than 500 points 
(4.4 per cent), the biggest fall since the terrorist attacks 
of September 11, 2001. The effects of the bankruptcy 
soon reverberated around the world, marking the 
start of what became known as the Global Financial 
Crisis. In 2009, world output fell by over 2 per cent, the 


first such fall since the 1930s; and world trade declined 
by close to 40 per cent. A similar decline occurred in 
inflows of foreign direct investment (FDI), 

‘The fall in global output masked substantial dif 
ferences in national and regional performance: the 
industrialized economies were among the worst hit, 
with output in the European Union (EU) falling by 4 
per cent and that in the United States by 3.2 per cent. 
Among the less developed economies, some of the 
worst affected were those such as Singapore and Tai- 
wan which were most dependent on international 
trade. Although China and India continued to grow 
strongly (at 8.7 and 5.6 per cent, respectively), the 36 
per cent decline in the price of oil, and the 19 per cent 
decline in the prices of non-fuel commodities in 2008, 
a repercussion of the drop in world manufacturing 
output, had a severe impact on many less developed 
economies. Output in Mexico slumped by nearly 7 per 
cent, in Brazil by 0.4 per cent, while growth rates in 
Africa declined from the 2008 figure of 5 per cent to 
under 2 per cent (all data from IMF 2010b: Table 1.1). 
The dollar value of Africa's exports shrank by one- 
third in 2009 (Miller 2010). 

‘The problems of Lehman Brothers stemmed in 
large part from its involvement in the sub-prime mort- 
gage market. Lehman Brothers, like many other finan- 
cial services firms, had become a substantial player in 
securitizing these mortgages (see Box 1.1). 


Sub-Prime Lending and Securitization 


Loans characterized as ‘sub-prime’ are those that are regarded 
by the market as carrying a higher-than-usual element of risk 
‘Typically they have been contracted with borrowers who, 
{for a variety of reasons that might include limited experience 
in borrowing, poor credit history, or low or unreliable 
income, are regarded as more likely than average to default on 
their loans. 

‘To offset the increased risks of lending in the sub-prime market, 
financial institutions took advantage of the practice of 
securitization, which had initially developed in the 1970s. Before 
that period, providers of mortgage finance typically held the 
loans they had made until borrowers repaid them: in other 
\words, they bore all the rik of the lending and usually financed 
the loans from their own resources. As the demand for 
mortgage finance rose, however, and lenders became 
increasingly concerned about risk, they developed the practice 





(often with the assistance of other financial institutions) of 
‘pooling the loans; the pool was then split into shares that were. 
‘on-sold to investors as tradeable securities (bonds) that carried 
‘either a fored or floating interest rate. The investors in these 
securities thereby assumed much of the rskattached to the 
loans. The practice of ‘securitization’ spread from the United 
‘States to Europe in the late 1980s. 


In the 1990s and the first decade of the current century, 
{for pooling and on-seling loans. individual securities were 
increasingly spt into tranches, each of which carried a different 
level of risk the higher tranches had the first claim on any 
income that the lender received: the lower tranches would be 
the first to absorb any losses. At the beginning of 2009, 
‘securitization accounted for approximately 28 per cent of 
‘outstanding credit in the United States: the figures for the UK 
and the eurozone were |4 and 6 per cent. respectively (IMF 
2009: box 12). 








‘That problems that began in the home lending mar- 
ket in the United States could plunge the world into its 
‘worst recession since the 1930s is powerful testimony 
to the integration of the contemporary global econ- 
omy. Difficulties originating in the US financial sector 
were quickly transmitted to financial institutions in 
other advanced economies and then to the ‘real’ econ- 
omy when banks curtailed their lending (and, in many 
instances, had to be bailed out by their governments). 
Firms (and households) lacked the finance not only to 
invest for the future but even to conduct their daily op- 
erations, Finance for international trade dried up. The 
world economy quickly went into reverse. With the 
slowdown in production, the demand for and prices of 
raw materials fell substantially. Hit by falling prices for 
their exports and by a curtailment of inflows of public 
and private lending, output in many developing econo- 
mies either went into reverse or declined below the rate 
of population growth. The World Bank estimated that 
the recession would increase the number of people 
living in poverty by 65 million (see Chapter 12 in this 
volume by Robert Hunter Wade), and further delay re- 
alization of the Millennium Development Goals (see 
Chapter 13 in this volume by Nicola Phillips). 

‘The International Monetary Fund (IMF 2010: xii) 
suggested that the crisis-induced write-downs of bad 
loans by financial institutions cost around $2.3 trillion 
(including $230 billion in mortgage lending in the US 
alone)—imposing a potentially massive burden on 
the public purse for the recapitalization of these in- 
stitutions. Because governments had to issue bonds 
to cover the costs of their bail-outs of financial insti- 
tutions, risk was in effect transferred from private to 
public balance sheets. The bail-outs, coupled with the 
costs of the stimulus packages that most countries in- 
troduced to fight the recession, and with a steep reduc- 
tion in tax revenues owing to the economic downturn, 
left public finances in most industrialized economies 
ina parlous state. The IMF anticipated that the aver- 
age budget deficit in industrialized economies was 10 
per cent of gross domestic product (GDP) in 2009, 
and8.5 per centin 2010. Asa consequence, the ratio of 
public debt to GDP exceeded 100 per cent in many of 
the eurozone economies, the United States, and Japan 
(where it was in excess of 200 per cent in 2012) (IMF 
2012a: Table 2.1). The steep increase in sovereign debt 
threatened the credit ratings of some countries, par- 
ticularly those in southern and eastern Europe, and 
left all governments with a challenge as to how to rec- 
oncile income and expenditure in the future. 
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(On several key dimensions, the downturn precipi- 
tated by the recession was sharper than that of the 
1930s. In the first year of the recession, global output 
and global trade fell more rapidly than in the 1930s. 
Similarly, global stockmarkets fell more precipi- 
tously—by 50 per cent in the first 12 months (com- 
pared with only slightly over 10 per cent in the 1930s) 
(Eichengreen and O'Rourke 2010). How the recession 
most differed from the 1930s, however, was that the 
initial downturn was not so protracted—with recov- 
ery in global trade, output, and in stockmarket begin- 
ning in the second half of 2009, this recovery in itself 
being a reflection of the effectiveness of concerted 
responses at the national and global levels (see later). 

One reason for the severity of the recession that 
began in 2008 was that, unlike previous post-war 
downturns, all regions of the world were in economic 
decline simultaneously. The extent of the crisis pro- 
vided evidence that not just a quantitative increase in 
interdependence had occurred in recent years but also 
a qualitative change. As the World Trade Organization 
(WTO) noted, the rapid spread of the recession world- 
wide was caused in part by the increasing presence of 
global supply chains in countries’ trade (see Chapter 7 
in this volume by Eric Thun). With components cross- 
ing national frontiers many times before a manufac- 
tured product reaches its final destination, a decline in 
the major global markets for finished products quickly 
affects trade—and then employment—in other parts 
of the world. Moreover, the extent of the recession, 
and the rapidity with which all regions of the world 
were affected, posed both practical and conceptual 
challenges for national and international governance. 
For the global financial institutions (the International 
Monetary Fund, the World Bank), the cessation of 
private and public lending posed a severe challenge 
to their efforts to minimize the impact of the reces- 
sion on developing economies (and exposed the inad- 
cequacies of the resources they had available to fight 
recession). 

Few observers anticipated the recession (or, at least, 
the severity with which it would strike). The world 
economy had enjoyed a sustained long boom, contin- 
uing on an upward trajectory despite the bursting of 
the ‘dot.com’ bubble and the shock of the 2001 terror- 
ist attacks. For students of global political economy, 
however, the possibility that the processes of glo- 
balization might be interrupted or even thrown into 
reverse should come as no surprise (see Chapter 10 
by Anthony McGrew in this volume). The causes of 
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the crisis were similar to those that have afflicted the 
world previously (albeit with some new twists, reflect- 
ing aspects of contemporary financial globalization). 

‘The recession was triggered by the bursting of an 
asset price bubble—in this instance, the inflated US 
housing market. The term ‘bubble’ was coined in the 
United Kingdom in 1720, following the crash of the 
South Sea Company, and the passing in that year of 
the so-called ‘Bubble Act'"—more formally, ‘An Act to 
Restrain the Extravagant and Unwarrantable Practice 
of Raising Money by Voluntary Subscription for Car- 
rying on Projects Dangerous to the Trade and Sub- 
jects of the United Kingdom’. Asin previous crises, the 
collapse of the asset price bubble caused panic among 
investors, whose uncertainty over whether they could 
recoup the money they had paid, inter alia, for houses, 
caused them to flee the market (see Chapter 9 by Louis 
W. Pauly in this volume). Investor panic had signifi- 
cantly exacerbated the other major financial crisis to 
affect the global economy in the previous quarter of 
a century—that which afflicted East Asia in 1997/98 
(Noble and Ravenhill 2000; Radelet and Sachs 2000). 
And, as with previous crashes, the bubble was associ- 
ated with behaviour that was either outside the law or 
certainly contrary to its spirit—the 2,200-page report 
issued in March 2010 by Anton R. Valukas, an exam- 
iner appointed by the US Trustee to investigate the 
causes of the Lehman bankruptcy, for instance, found 
that Lehman had used accounting sleight of hand to 
conceal the extent of its bad loans (de la Merced and 
Sorkin 2010). The excesses of the ‘irrational exuber- 
ance’ of the financial sector in the run-up to the finan- 
cial crisis have been memorably captured in numerous 
movies including Inside Job, The Big Short, and The Wolf 
of Wall Street. 

The globalization of finance did introduce some 
elements to the financial crisis that had not been seen 
before. The growth of financial intermediation, of 
which an important aspect was the securitization of 
mortgage debt, had two important consequences. 
‘The first was that what began as a national problem 
(defaults on US mortgages) was quickly transformed 
into a global crisis. The new mortgage-backed fi- 
nancial instruments had been marketed globally by 
American and European investment banks—with 
the consequence that, once the bubble burst, various 
institutional investors, ranging from local councils 
in Australia and Norway to the London Metropolitan 
Police’s pension fund, suffered significant losses. In a 
low-inflation environment, these investors had been 


attracted to financial instruments that offered poten- 
tially higher rates of return than those available on 
‘more familiar investments and, in doing so, had either 
discounted or not understood the risks involved. 

‘The second consequence was that the complex- 
ity of the new financial instruments exacerbated the 
problem of panic because of the uncertainty cre- 
ated in transactions among financial institutions (for 
a detailed discussion of the new ‘structured financial 
products’ see IMF 2008: ch. 2). Financial institutions 
found it very difficult to determine exactly what their 
liabilities were. Once panic set in, they were reluctant 
tolend to one another—and, here, another dimension 
of financial globalization entered the equation: the 
increasing dependence of bank-lending on funds bor- 
rowed in the international wholesale market, rather 
than on their own deposits or capital. The extreme 
case was that of Iceland, where the country’s banks 
had been the main source of its international debts, 
which were estimated in 2008 to amount to $276,622 
for every resident. In 2008/09 alone, the three largest 
Icelandic banks had €11 billion of debt obligations ma- 
turing, a figure approaching the country’s total annual 
GDP (Brogger 2008). When no new financing was 
forthcoming, the banks collapsed. The debts were so 
great that the private banks could not be bailed out 
by the country’s central bank and the losses of the fi- 
nancial sector were expected to total $90 billion (Wade 
2009). Financial sector deregulation in Iceland had, 
in Robert Wade's words, created an ‘accident waiting 
to happen’ (Wade 2009b: 14). The value of Iceland's 
currency measured against the euro more than halved 
during 2008. Iceland may have been the extreme case 
but similar instances of reckless behaviour by financial 
institutions were commonplace in Europe (especially 
the UK) and the United States (financial institutions in 
most other regions of the world had been more con- 
servative in their approach, in part because of better 
regulatory frameworks introduced in response to cri- 
ses in the 1980s and 1990s). 

‘The recession undermined triumphalist notions 
that governments had learned to master the factors 
driving business or economic cycles more generally, or 
that unregulated markets would generate optimal out- 
comes. A striking feature of the early governmental 
response to the recession was the acknowledgement 
of the inadequacies of previous policy approaches, 
particularly in the area of financial sector regulation 
(Major failures in the financial sector and in financial 
regulation and supervision were fundamental causes 


of the crisis’, admitted the Group of Twenty (G20) 
leaders in the communiqué from their London sum- 
mit (G20 2009a: para. 13). One of the challenges faced 
by governments in the wake of the financial crisis was 
how to improve regulation of the financial system, 
and to decide whether this might best be pursued at 
the national, regional, or global level. 

The recession prompted unprecedented policy 
interventions at the national and global levels, and 
produced significant changes in global economic 
governance—with the emergence of the G20 as the 
principal intergovernmental body for global economic 
management (Box 1.2). The crisis also saw the revitali- 
zation of the International Monetary Fund when the 
G20 agreed to make an additional $850 billion avail- 
able to the international financial institutions (IFIs) 
and to endorse a more flexible response from the Fund 
to countries experiencing financial problems (see 
Chapter 8 by Eric Helleiner in this volume). 
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At the national level, most G20 economies imple- 
mented stimulus packages that the IMF estimated 
were equivalent to 1.5 per cent of their GDP in 2009 
and 1.25 per cent in 2010. Half of the G20 countries 
cut personal income taxes; a third cut indirect taxes 
such as value-added taxes and excise duties. Three- 
quarters of the G20 members increased government 
expenditures on infrastructure, primarily on transpor- 
tation networks (IMF 2009: 18). Many also increased 
expenditures on programmes for the most vulner- 
able. The concerted international response was testi- 
mony to how the governance of the global economy 
had changed since the great depression of the 1930s. 
And although governments implemented measures 
designed to stimulate local industries, the widespread 
resort to beggar-thy-neighbour protectionist policies 
that characterized the 1930s was avoided. G20 lead- 
ers pledged repeatedly not to introduce protectionist 
measures or restrictions on investment. According to 


The G20 


‘The Group of Twenty (G20) Finance Ministers and Central 
Bank Governors was established in 1999, folowing the financial 
Crises that had primarily afficted East Asia but which also spread 
to other developing economies. to bring together ‘systemically 
important’ industrialized and developing economies to discuss 
key issues in the global economy. The inaugural meeting of the 
G20 took place in Berlin, on 15-16 December 1999, 


‘The membership of the G20 comprises Argentina, Australia, 
Brazil, Canada, China France. Germany, India, Indonesia tay 
Japan, Mexico, Russia, Saudi Arabia, South Africa, Republic of 
Korea, Turkey, the United Kingdom, and the United States. The 
European Union, represented by the rotating Council Presidency 
and by the European Central Bank, is the twentieth member of 
the G20. To facilitate policy coordination with the global financial 
institutions, the Managing Director of the International 
Monetary Fund and the President of the World Bank, plus the 
chairs of the International Monetary and Financial Committee 
and Development Committee of the IMFand World Bank, also 
participate in G20 meetings on an ex officio basis. 

‘The G20 remained a relatively low-profile and low-key grouping 
(of finance ministers and central bankers until the 2008 
recession, when an inaugural meeting of the political leaders of 
‘the G20 was held in Washington, DC, in November: The 
elevation of the G20 to summit status was recognition on the 
part ofthe leaders of the principal industrialized economies that. 
their own grouping (the Group of Eight (G8)—see below) was 





not sufficiently representative to effectively manage the 
problems of an increasingly globalized economy. In particular, i 
was acknowledgement of the growing importance of the major 
developing economies—especially China, India, and Brazil. At 
their meeting in Pittsburgh in September 2009, the G20 leaders 
formalized the status of the grouping by designating ‘the G20 to 
be the premier forum for our international economic 
‘cooperation’ (G20 2009: para. 19). 


‘The Group of Seven (G7) industrialized countries had been 
‘established in 1975, the fst of a series of annual meetings 
‘where polticians and officials from the world leading 
‘economies discussed issues relating to macroeconomic policy 
‘coordination, trade, and financial polices, and relations with 

: 
Six countries were present at the intial meeting in Rambouilet 
in France: Britan, France, (West) Germany, Italy Japan, and the 
United States. Canada joined the group in 1976, a ts second 
meeting In 1977, the group allowed participation by a 
representative of the European Community. From 1994 
‘onwards, the G7 met with representatives of Russia at each of 
its meetings at the Birmingham meeting in 1998, Russia was 
‘accorded full membership, transforming the G7 into the G8, On 
24 March 2014, the original G7 nations voted to suspend Russia 
from the organization in response to the country’s annexation 
‘of Crimea. The G7 continues to exist alongside the G20. 


For more details on the G20, see www20.org for the G7/G8, 
see wwwg7.utorontaca 
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the WTO, trade restrictions imposed after the crisis 
affected only 4.1 per cent of global merchandise im- 
ports (cited in World Bank 2015c: 173). By 2011, the 
value of global trade and production (but not foreign 
direct investment) had recovered to its pre-crisis lev- 
els. This surprisingly rapid recovery, according to one 
commentator, demonstrated that ‘the system worked” 
(Drezner 2014). 

For some observers, however, particularly those in 
Europe and the United States, the global recession did 
reflect one dimension of beggar-thy-neighbour poli- 
cies that were at least as important in contributing to 
the recession as were regulatory failures: the mount- 
ing imbalances in international trade and payments, 
which they attributed primarily to China's determi- 
nation to avoid a rapid appreciation of its currency 
against the US dollar. One of the missions with which 
the G20 has tasked the IMF is to analyse ‘whether poli- 
cies pursued by individual G20 countries are collec- 
tively consistent with more sustainable and balanced 
trajectories for the global economy’ (G20 2009b: para. 
7), a coordinating role that the IMF has singularly 
failed to perform since its foundation. With slow rates 
of growth lingering in many industrialized econo- 
mies a decade after the onset of the crisis, govern- 
‘ments in several major economies attempted to push 
down their exchange rates in an effort to stimulate 
demand for their exports—a worrying trend towards 


beggar-thy-neighbour policies that contributed to the 
severity of the Great Depression of the 1930s. 

A decade after the onset of the Global Financial 
Crisis, there were increasing fears that ithad produced 
a medium-term downward shift in global economic 
growth (Figure 1.1). Global GDP was more than 4.5 
per cent below what it would have been had post-crisis 
growth rates been equivalent to the long-run pre-crisis 
average. After a sharp recovery in the immediate af- 
termath of the crisis, the growth in global GDP has 
been on a downward trend (Figure 1.2). The interna- 
tional financial institutions have repeatedly referred to 
the performance of the global economy in the years 
since the financial crisis as disappointing and ‘medio- 
cre’. Figure 1.2 suggests a downward trend has also oc- 
curred in the growth of global trade. 

‘The Global Financial Crisis may have produced a 
downward shift in growth rates for several reasons. 
Investment rates in many economies have been 
lower since 2008-9. Various factors underlie this de- 
cline. Businesses, especially small and medium-sized 
enterprises, in a number of economies have found 
it more difficult to raise capital because lenders have 
become more risk-averse. Conservatism in lending 
has also been encouraged by new international prin- 
ciples governing the capital adequacy of banks (the 
Basel III Accord—see Pauly, Chapter 9 in this vol- 
ume), which require banks to hold a higher ratio of 
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Figure 1.2 Growth in global GDP and trade (%) 


60 1. World Real GDP and Trade Volume 15 
(Annualized quarterly percent change) 


—Trade volume — Real GDP (right scale) 








2007 o 





Sure: IMF; Werk! Economie Oueook (October 2015: 18) 








high-quality liquid assets to cash outflows than in the 
past. Businesses have become reluctant to invest in an 
environment of reduced consumer demand, itself ex- 
acerbated in some countries by fears of deflation (the 
expectation that prices will decline in the future). For- 
eign Direct Investment in aggregate remains substan- 
tially below its pre-financial crisis peaks (UNCTAD 
2015b). Current lower levels of expenditure on re- 
search and development may lead to lower levels of 
innovation and productivity in the future. Unemploy- 
ment may encourage some workers to leave the work- 
force permanently. 

Much of the slowing of global trade has involved 
developing economies. Their recent economic per- 
formance, however, points to the role of factors other 
than the financial crisis itself in constraining their 
performance. Early optimism regarding developing 
countries’ speed of recovery from the crisis has turned 
to pessimism because of the slow growth in some 
of their principal markets (notably Europe and China), 
the withdrawal of funds from developing country 
capital markets, and the decline in commodity prices 
since mid 2011. Here, China has played a particularly 
important role, a reflection of notable changes in the 
distribution of economic influence discussed in the 
second part of this chapter. From 2003 to 2008, China's 
metal consumption grew at an annual average rate of 
16 per cent, accounting for fully 80 per cent of the in- 
crease in world demand. China now accounts for half 
of the world’s consumption of base metals and alone 
is fully responsible for one half of the world’s steel 
production (IMF 2015¢: 41). The slowdown in China's 


growth in the middle of the second decade of this cen- 
tury has affected the economies of developing econo- 
mies both directly (through reduced demand for their 
exports) and indirectly (through suppressing the prices 
of commodities). The World Bank estimates, for in- 
stance, that a 1 per cent decline in China's growth pro- 
duces. 0.6 per cent decline in growth in Latin America 
and the Caribbean (World Bank 2015c: 78). 

‘The Global Financial Crisis and the responses of the 
international community to it provide an excellent il- 
lustration of many of the themes of this book: 


+ the growing interdependence of countries in a 
globalizing economy; 

+ the vulnerability of the contemporary global 
financial system to periodic crises; 

+ the speed with which developments in one part of 
the world economy are transmitted to others; 

+ the increased significance of private actors in the 
contemporary global economy, especially in the 
financial sector; 

+ the way in which crises prompt governments 
to seek collaboration to regulate international 
markets—but concurrently the difficulties that 
states have in coordinating their behaviours to 
take effective action; 

+ the significant and evolving role of international 
institutions in responding to crises; and. 

+ the manner in which the increased severity of 
financial crises has had an impact on poverty and 
inequality. 


a 


John Ravenhill 


Although, as will become evident in later chapters, 
contributors to this book hold a variety of perspec- 
tives on the question of whether there is such a thing 
asa ‘global’ economy, all would accept that we live ina 
globalizing economy that differs in some fundamental 
ways from anything that the world has previously ex- 
perienced. The following section briefly sketches how 
the world economy evolved to reach its present state. 


The world economy pre-1914 


‘The ‘modern world economy’, most historians agree, 
came into existence in the late fifteenth and sixteenth 
centuries. It was in large part a response to a deepening 
economic crisis within feudal systems as agricultural 
productivity declined (Wallerstein 1974). This was a 
period in which despotic monarchs in Western Europe, 
seeking to consolidate their power against both inter- 
nal and external foes, pushed to extend the bounda- 
ries of markets. In this era of mercantilism, political 
power was equated with wealth, and wealth with 
power (Viner 1948). Wealth, in the form of bullion gen- 
erated by trade surpluses or seized from enemies, ena- 
bled monarchs to build the administrative apparatus of 
their states and to finance the construction of military 
forces. The new concentration of military power could 
be projected, both internally and externally, to extract 
further resources. The consolidation of the state went 
hand in hand with the extension of markets. Gradually, 
‘most parts of the world were enmeshed in a Eurocen- 
tric economy, as suppliers of raw materials and ‘luxury’ 
goods. Britain adopted domestic reforms largely pio- 
neered by the Netherlands (which had the world’s 
highest per capita income in the seventeenth and eight- 
eenth centuries) to supplant the Dutch in many world 
markets: armed conflict and the use of the Navigation 
Acts (1651-1849), which restricted the use of foreign 
vessels in British trade, enabled it to monopolize trade 
with its ever-expanding empire. 

‘The era of mercantilism did not, however, bring a 
notable increase in overall global wealth. Before 1820, 
per capita incomes in most parts of the world were 
not significantly different from those of the previous 
eight centuries (they increased by less than an average 
of one-tenth of 1 per cent each year between 1700 and 
1820). And despite the striking extension of the global 
market during the seventeenth and eighteenth centu- 
ries, the vast majority of commerce continued to be 
conducted within individual localities until the advent 


of the Industrial Revolution. The introduction of 
steam power in the first half of the nineteenth century 
revolutionized transportation, both internally and in- 
ternationally, And in the second half of the nineteenth 
century, further technological advances—the intro- 
duction of refrigerated ships, the laying of submarine 
telegraph cables—contributed to a ‘shrinking’ of the 
world and to a deepening of the international division 
of labour. The value of world exports grew tenfold 
(from a relatively small base) between 1820 and 1870: 
from 1870 to 1913, world exports grew at an annual 
average rate of 3.4 per cent, substantially above the 2.1 
annual increase in world GDP (Maddison 2001: 262, 
table B-19, and 362, table F-4). 

Trade was becoming increasingly important to 
world welfare, yet the pattern of international com- 
merce in 1913—indeed, even in 1945—was not dra- 
‘matically different from that of the eighteenth century. 
The industrialized countries of the world—essentially 
a Western European core to which had been added the 
United States and Japan by the turn of the twentieth 
century—exported principally manufactured goods, 
while the rest of the world supplied agricultural 
products and raw materials to feed the industrialized 
countries’ workforces and to fuel their manufacturing 
plants (as a relative latecomer to industrialization, and 
an economy with significant comparative advantage 
in agricultural production, the United States was an 
exception to this generalization: cotton remained the 
single most important export for the United States in 
1913, contributing nearly twice the value of exports 
of machinery and iron and steel combined; it was not 
until 1930 that machinery exports exceeded those of 
cotton, although by 1910 the US had become a net 
exporter of manufactured goods (data from Mitchell 
1993: 504, table E3; and Irwin 2003). 

With the exception of the United States, trade 
among the industrialized countries in manufactured 
goods remained relatively unimportant. In 1913, for 
example, agricultural products and other primary 
products constituted two-thirds of the total imports 
of the United Kingdom. To be sure, some changes had 
occurred in the composition of imports. Although the 
‘luxury’ imports of the previous centuries—sugar, tea, 
coffee, and tobacco—had become staples in the diet of 
the new urban working and middle classes, their ag- 
gregate importance in European imports had shrunk 
relative to other commodities, notably wheat and 
flour, butter and vegetable oils, and meat (Offer 1989: 
82, Table 6.1). 








For the early European industrializers, trade with 
their colonies, dominions, or with the other lands of 
recent European settlement, such as Argentina, was 
more important than trade with other industrialized 
countries. For the United Kingdom, a larger share 
of imports was contributed by Argentina, Australia, 
Canada, and India together than by the United States, 
despite the latter's importance in British imports of 
cotton for its burgeoning textiles industry. These four 
countries also took five times the American share of 
British exports in 1913 (Mitchell 1992: 644, table E2) 
Similarly, Algeria was a larger market for French ex- 
ports in 1913 than was the United States. 

‘Tariffs continued to constitute a significant barrier 
to international trade, even in what is often termed 
the ‘golden age’ of liberalism before 1914. Most 
industrialized countries (the significant exceptions 
being the United Kingdom and the Netherlands) had 
actually raised the level of their tariffs in the last three 
decades of the nineteenth century to protect their do- 
mestic producers against the increasing import com- 
petition that had been facilitated by lower transport 
costs. In 1913, the average tariff level in Germany and 
Japan was 12 per cent, in France 16 per cent, and in the 
United States 32.5 per cent (Maddison 1989: 47, Table 
4.4). The post-1870 increase in tariffs offset some of 
the gains from lower transportation costs. Lindert and 
Williamson (2001) estimate that nearly three-quarters 
of the closer integration of markets that occurred in 
the century before the outbreak of the First World 
War is attributable to these lower transport costs (see 
McGrew, Chapter 10 in this volume). 

Governments continued to erect barriers to the 
movement of goods in the second part of the nine- 
teenth century, but capital and people moved rela- 
tively freely across the globe, their mobility facilitated 
by developments in transportation and communica- 
tion. From 1820 to 1913, 26 million people migrated 
from Europe to the United States, Canada, Australia, 
New Zealand, Argentina, and Brazil. Five million In- 
dians followed the British flag in migrating to Burma, 
Malaya, Sri Lanka, and Aftica, while an even larger 
number of Chinese are estimated to have migrated 
to other countries on the Western Pacific rim (Mad- 
dison 2001: 98). The opening up of the lands of ‘new 
settlement’ required massive capital investments—in 
railways in particular. By 1913, the United Kingdom, 
France, and Germany had investments abroad total- 
ling over $33 billion: after the 1870s, Britain invested 
more than half its savings abroad, and the income 
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from its foreign investments in 1913 was equivalent to 
almost 10 per cent of all the goods and services pro- 
duced domestically (Maddison 2001: 100). 

‘The spectacular growth in international economic 
integration was not accompanied by any significant 
institutionalization of intergovernmental collabora- 
tion. Even though the Anglo-French Cobden-Chev- 
alier Treaty of 1860 had introduced the principle of 
most-favoured nation status (MFN) into interna- 
tional trade agreements (see Box 1.3), governments 
conducted trade negotiations on a bilateral basis 
rather than under the auspices of an international 
institution. 

‘The international financial system was similarly 
characterized by a lack of institutionalization. The 
rapid growth of economic integration was facilitated 
by the international adoption of the gold standard 
(see Box 1.4). The origins of the nineteenth-century 
gold standard lay in action by the Bank of England 
in 1821 to make all its notes convertible into gold (al- 
though Britain had operated a de facto gold standard 
from as early as 1717). The United States, though 
formally on a bimetallic (gold and silver) standard, 
switched to a de facto gold standard in 1834 and turned 
this into a de jure arrangement in 1900. Germany and 


Most-Favoured Nation Status (MFN) 


[Under the most-avoured nation (MFN) principle, a 
government is obliged to grant to any trading partner with 
which ithas signed an agreement treatment equivalent to the 
best (‘most preferred’) it offers to any of ts partners. For 
‘example if France signed a trade treaty with Germany in 
\which it reduced ts tariffs on imports of German steel to 8 
per cent it would be obliged, under the most-favoured nation 
Principle ft signed a trade treaty with the United States, also 
to reduce its tarffs on imports of US stee! to & per cent. The 
[MEN principe is the foundation for non-discrimination in 
international trade, and is often asserted to be the 
‘comerstone’ of the post-1945 trade regime (see Capling and 
‘Trommer, Chapter 5 in this volume). The MFN principle 
makes a Sgnificant contribution to depolitczing trade 
relations because: (a) countries are obliged to give equivalent 
treatment to all trading partners, regardless of their economic 
ower; and (b) countries cannot discriminate in their 
‘treatment of the trade of certain partners simply because 
‘they do not lke the poltcal complexion or policies of the 
governments of these countries, 
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The Gold Standard 


‘A gold standard requires a country to fix the price of its 
domestic currency in terms of a specific amount of gold 
National money (which may or may not consist of gold coins, 
because other metalic coins and banknotes were aso used in 
‘some countries) and bank deposits would be freely convertible 
into gold at the specified price. 


‘Under the gold standard, because the level of each countrys 
‘economic activity is determined by its money supply, which in 
tum rests on its gold holdings, a disequilibrium ints balance of 
‘rade in principle would be self-correcting, Let us assume, for 
‘example, that Britain is running a trade deficit with the United 
‘States because inflation in Britain has made its exports relatively 
‘unattractive to US consumers. Because British exports do not 
cover the full costs of imports from the United States, British 
authorities would have to transfer gold to the US Treasury. This 
‘transfer would reduce the domestic money supply and hence 
‘the level of economic activity in Britain, having 2 deflationary 
effect on the domestic economy, and depressing its demand for 
imports. In the United States, the opposite would occur: an 
inflow of gold would boost the money supply thereby 
‘generating altional economic activity in the United States and 
increasing inflationary pressures there. Higher levels of 
‘economic activity would aso increase the country’s demand for 
imports. Changes in the money supplies in the two countries 
‘brought about by the transfer of gold, therefore, would bring 
their demand for goods back into balance and lead to a 
restoration of the ratio of the two countries’ prices to that 
reflected in the exchange rate between their currencies. 





In principle, the gold standard should act to restore 
‘equilibrium automatically in international payments. Central 
banks, however, were also expected to facilitate adjustment by 
raising their interest rates when countries were suffering a 
payments deficit (thereby further dampening domestic 
‘economic activities and making domestic investments more 
attractive to foreigners) and, conversely, to lower interest 
rates when their economies were experiencing a payments 
surplus. For most of the period from 1870 to 1914, the Bank 
of England played by the rules of the game fairly consistently, 
(Other central banks— including those of France and 
Belgium—did not. They frequently intervened to attempt to 
shield the domestic economy from the effects of gold flows 
(to sterilize’ their effects) by buying or selling securities 
(thereby reducing or increasing the volume of gold circulating 
in the domestic economy). 

The gold standard was vulnerable to shocks, which were often 
‘transmitted quickly from one country to another: The 
scovery of gold in California in 1848, for example. led to an 
increase in the US money supply, domestic inflation, and an 
‘outflow of gold to its trade partners, which in turn raised their 
domestic price levels. Countries on the periphery were 
particularly vulnerable to shocks: interest-rate increases in the 
industrialized countries. for example, often drew capital from 
‘the periphery leaving the peripheral countries with the major 
burden of adjustment. 

For further discussion, see Eichengreen (1985) and Officer 
2001). 








other industrializing economies followed suit in the 
1870s. Because every country fixed the value of its na- 
tional currency in terms of gold, each currency had a 
fixed exchange rate against every other in the system 
(assume, for example, that the United States sets the 
value of its currency as $100 per ounce of gold, while 
the United Kingdom sets its value at £50 per ounce of 
gold: the exchange rate between the two currencies 
would be £1 = $2). 

‘The great contribution of the gold standard to fa- 
cilitating international commerce was that economic 
agents generally did not have to worry about foreign 
exchange risks: the possibility that the value of the cur- 
rency of a foreign country would change vis-a-vis their 
domestic currency and thus, for example, reduce the 
value of their foreign investments. British investors in 
American railways could be confident that the dollars 


they had bought with their sterling investments would 
buy the same amount of sterling at the date their in- 
vestment matured, and that the US Treasury would 
convert the dollars back into gold at this time. Mean- 
while, they received interest on the sums invested, 
Confidence in the gold standard did not rest on any in- 
ternational institution but rather on the commitment 
of individual governments to maintain the opportu- 
nity for individuals to convert their domestic curren- 
Gies into gold at a fixed exchange rate. Ultimately, the 
implementation of the gold standard rested on the as- 
sumption that governments had both the capacity and 
the will to impose economic pain on their domestic 
populations when deflation was needed in order to 
bring their economy back into equilibrium when ex- 
periencing trade deficits. These domestic costs became 
less acceptable with the rise of working-class political 


representation, and with the growth of expectations 
thata fundamental responsibility of governments was 
to ensure domestic full employment. 


KEY POINTS: 


+ The modern world economy came into existence in the 
fifteenth and sixteenth centuries. 

*+ Despite the significant changes that occurred in the three 
centuries before the outbreak of the First World War, the 
fundamental composition and direction of international 
‘trade remained unchanged. 

+ Neither in the field of trade nor of finance was any 
significant international institution constructed in the 
years before 1914. 

+ Advances in technology were the main driving force 
behind the integration of markets, and they facitated 
‘the enormous growth in investment and migration in the 
nineteenth century. 

+The great merit of the gold standard was that it provided 
certainty for international transactions because it largely 
removed the risk of foreign exchange losses. 











The world economy in the 
interwar period 


‘The outbreak of the First World War was a devastat- 
ing blow to cosmopolitan liberalism: it destroyed the 
credibility of the liberal argument that economic in- 
terdependence in itself would be sufficient to foster 
an era of peaceful coexistence among states. The war 
brought to an end an era of unprecedented economic 
interdependence among the leading industrial coun- 
tries, As discussed in the chapters by McGrew and Hay 
in this book (see Chapters 10 and 11), for many indus- 
trialized economies, indicators of economic openness 
and interdependence did not regain their pre-First 
‘World War levels until the 1970s. 

‘The war devastated the economies of Europe: sub- 
sequent political instability compounded economic 
disruptions. Economic reconstruction was further 
complicated by demands that Germany make repa- 
rations for its aggression, and that Britain and other 
European countries repay their wartime borrowings 
from the United States. The economic chaos of the 
interwar years was a sorry reflection of the inabil- 
ity of governments to agree on measures to restore 
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economic stability, and of their resort to beggar-thy- 
neighbour policies in their efforts to alleviate domestic 
economic distress. Although the collapse of interna- 
tional trade in the 1930s is the feature of the interwar 
economy that figures most prominently in stories of 
this era, the most fundamental problem of the period 
‘was the inability of states to constructa viable interna- 
tional financial system. 

‘The international gold standard broke down with 
the outbreak of war in August 1914, when a specu- 
lative attack on sterling caused the Bank of England 
to impose exchange controls—a refusal to convert 
sterling into gold and a de facto ban on gold exports. 
Other countries followed suit. Leading countries 
agreed to reinstate a modified version of the interna- 
tional gold standard in 1925. They failed to act con- 
sistently, however, in re-establishing the link between 
national currencies and gold. The United Kingdom re- 
stored the convertibility of sterling at the pre-war gold 
price, despite the domestic inflation that had occurred 
in the intervening decade. The consequence was that 
sterling was generally reckoned to be overvalued by at 
least 10 per cent, making British exports uncompeti- 
tive. Itproved very difficult for the British government 
to establish an equilibrium in its balance of payments 
without imposing severe deflation domestically. Other 
countries—notably France, Belgium, and Italy— 
restored convertibility of their currencies at a much 
lower price of gold than had prevailed before 1914. 

‘The resulting misalignment of currencies was com- 
pounded by higher trade barriers than had existed 
before 1914, the absence of a country/central bank 
with the resources and the will to provide leadership 
to the system, and by a failure of central banks to play 
by the ‘rules of the game’ of the gold standard. Their 
inclination to intervene to ‘sterilize’ the domestic im- 
pact of international gold flows was symptomatic of 
a more fundamental underlying problem: in an era 
when the working class had been fully enfranchised, 
when trade unions had become important players in 
political systems, especially in Western Europe, and 
when governments were expected to take responsibil- 
ity for maintaining full employment and promoting 
domestic economic welfare, the subordination of the 
domestic economy to the dictates of global markets 
in the form of the international gold standard was 
no longer politically acceptable. Polanyi (1944) is the 
classic statement of this argument; on the misguided 
attempts by Britain to restore the convertibility of 
sterling at pre-1914 levels, see Keynes (1925). 
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‘The abandonment of the international gold stand- 
ard followed another speculative attack on sterling in 
the middle of 1931. The Bank of England lost much 
of its reserves in July and August of that year, and 
Britain left the gold standard in September, a move 
that precipitated a sharp depreciation of the pound 
(testimony to its overvaluation in the brief period in 
which the gold standard was restored). Other coun- 
tries again quickly followed in breaking the link be- 
tween their currencies and gold. By then, the world 
economy was in depression, following the shocks 
to the world economy transmitted from the United 
States after the Wall Street collapse of October 1929. 
The gold standard almost certainly exacerbated the ef- 
fects of the depression, because government efforts to 
‘maintain the link between their currencies and gold 
constrained the use of expansionary (inflationary) 
policies to combat unemployment and low levels of 
domestic demand (Eichengreen 1992). 

‘The world economy was already in depression be- 
fore the US Congress, in response to concerns about 
the intensification of import competition for domes- 
tic farmers, passed the infamous Smoot-Hawley Tar- 
iff of 1930. This raised US tarifis to historically high 
levels (an average ad valorem tariff of 41 per cent, al- 
though tariff rates were already very high as a result 
of the Tariff Act of 1922, the Fordney-McCumber 
Tariff), Retaliation from US trading partners quickly 
followed, with European countries giving preferential 
tariff treatment to their colonies. The value of world 
trade declined by two-thirds between 1929 and 1934, 
and became increasingly concentrated in closed impe- 
rial blocks. 

As in the pre-1914 period, international institutions 
played no significant role in the governance of inter- 
national economic matters. The League of Nations 
had established an Economic and Financial Organi- 
zation with subcommittees on the various areas of 
international economic relations. It enjoyed success 
in the early 1920s in coordinating a financial recon- 
struction package of £26 million for Austria. It also 
held various conferences aimed at facilitating trade 
by promoting common standards on customs proce- 
dures, compilation of economic statistics, and so on. 
But the economic and political disarray of the inter- 
war period simply overwhelmed the League's limited 
resources and legitimacy: the move to restore interna- 
tional economic collaboration awaited effective action 
by the world’s leading economy, the United States. 
This began with the passage by Congress in 1934 of 


the Reciprocal Trade Agreements Act (RTAA), which 
‘gave the president the authority to negotiate foreign 
trade agreements (without Congressional approval). 
The RTAA and the subsequent signature before 1939 
of trade agreements with 20 of America’s trading part- 
ners laid the foundations for the multilateral system 
that emerged after the Second World War (the reasons 
why US trade policy changed so dramatically between 
1930 and 1934 have been a focus of significant work 
in international political economy; see Hiscox 1999; 
Irwin and Kroszner 1997). 


KEY POINTS 


+ Misalignment of exchange rates contributed to the 
problems of economic adjustment in the 1920s. 

*+ The world economy was already in recession before 
tariffs were raised in the early 1930s—but higher tariffs 
‘exacerbated the decline in international trade. 

*+ States did not negotiate any significant insitutionalzation 
‘of international economic relations in the interwar period. 





The world economy post-1945 


‘The world economy that emerged after the Second 
World War was qualitatively different from anything 
experienced before. John Ruggie, a leading theorist 
of political economy, has identified two fundamental 
principles that distinguish the post-war economy from 
its predecessors: the adoption of what Ruggie (1982), 
following Polanyi (1944), terms embedded liberalism, 
and a commitment to multilateralism (Ruggie 1992). 

Embedded liberalism refers to the compromise that 
governments made after 1945 between safeguarding 
their domestic economic objectives, especially a com- 
mitment to maintaining full employment, on the one 
hand, and an opening up of the domestic economy 
to allow for the restoration of international trade 
and investment on the other. The ‘embedding’ of 
the commitment to economic openness—the liberal 
element—within domestic economic and political ob- 
jectives was attained through the inclusion of provi- 
sions in the rules of international trade and finance 
that allowed governments to opt out, ona temporary 
basis, from their international commitments should 
these threaten fundamental domestic economic 
objectives. Moreover, an acknowledgement of the 


legitimacy of the principle that governments should 
give priority to the pursuit of domestic economic ob- 
jectives was also written into the rules of the game. 
The adoption of the principle of embedded liberalism 
‘was a recognition by governments that international 
economic collaboration rested on their capacity to 
maintain domestic political consensus—and that in- 
ternational economic collaboration was, fundamen- 
tally, a political bargain. This recognition explains, for 
example, why the agricultural sector was for many 
years excluded from trade liberalization: the domes- 
tic political costs for governments of negotiating freer 
trade in agricultural products were judged to be so 
high as to jeopardize otherwise politically feasible 
trade liberalization in other sectors. 

‘The institutionalization of international economic 
cooperation is another fundamental change in inter- 
national economic relations in the post-war period. 
Neither in the period of relative stability of the pre- 
First World War gold standard era nor in the chaos 
of the 1930s did leading economies create significant 
international economic institutions. A commitment 
to multilateralism is one of the defining character- 
istics of the post-1945 order. For Ruggie (1992: 571), 
multilateralism is not merely a matter of numbers—it 
involves collaboration among three or more states, 
not necessarily all members of the system—but it also 
has a qualitative element in that the coordination of 
relations is on ‘the basis of “generalized” principles of 
conduct—that is, principles which specify appropriate 
conduct for a class of actions, without regard to the 
particularistic interests of the parties or the strategic 
exigencies that may exist in any specific occurrence’. A 
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classic example is the most-favoured-nation principle, 
with its requirement that products from all trading 
partners must be treated in the same manner regard- 
less of the characteristics of the countries involved. 
This principle for the conduct of trade contrasts, for 
example, with the largely bilateral trade agreements 
of the interwar years, where governments, rather 
than applying a generalized principle to their trade re- 
lations, discriminated in their treatment of individual 
trading partners. 

‘The commitment to multilateralism that developed 
in the late 1930s and during the Second World War 
bore immediate fruit in the founding of the Bretton 
Woods multilateral financial institutions: the Inter- 
national Monetary Fund and the World Bank (see 
Box 1.5). Note, however, that these global or universal 
institutions, membership of which is open to all states 
in the international system, are just one form of multi- 
lateralism. For the whole of the period since 1945, but 
especially since the mid 1990s, regional institutions 
have also played an important role in international 
economic (as well as security) affairs (see Ravenhill, 
Chapter 6 in this volume). States have increasingly 
enmeshed themselves in a dense web of multilateral 
institutions. 

‘The unprecedented rates of economic growth 
achieved in the years after 1945 attest to the success 
of the pursuit of multilateral economic collaboration 
in this period. Global GDP grew at close to 5 per cent 
in the period 1950-73. Although the recessions that 
followed the oil price rises of 1973-4 and 1979-80, 
and the debt crises that afflicted Latin America and 
Africa, contributed to a slowing of growth in the 





Bretton Woods 


In 1944, the Western alies brought together their principal 
‘economic advisers for a conference at the Mount Washington 
Hotel in the vilage of Bretton Woods, New Hampshire, to 
chart the future of the international economy in the post-war 
period. The 44 governments represented at what was 
officially known as the United Nations Monetary and Financial 
‘Conference agreed on the principles that would govern 
international finance in the post-war years. and to create two 
‘major international institutions to assist in the management of 
‘these arrangements: the International Monetary Fund: and the 
‘World Bank (formally known as the International Bank for 


Reconstruction and Development), For details of the 
discussions at the conference, see van Dormael (1978) and 
Helleiner (201 40). 


“These institutions and the rules for managing international 
‘nance that were agreed became known collectively as the 
Bretton Woods regimes. In 1947. United Nations Conference 
(on Trade and Employment in Havana, Cuba, drew up a charter 
(wemewtn.orglenglish/docs_eflegal_e/havana_e pdf) for an 
International Trade Organization (ITO), to complement the 
Bretton Woods financial institutions. The ITO never came into 
existence, however—see Capiing and Trommer, Chapter 5 in 
this volume. 
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quarter-century after 1973, world GDP nonetheless 
grew at an average of 3 per cent per annum, a faster 
rate than during any period before 1945 (Maddison 
2001: 262, Table 8-19). Moreover, world trade grew 
more rapidly than world production: world exports 
expanded by close to 8 per cent per annum in the years 
1950-73, and by 5 per cent annually in the subsequent 
25-year period (Maddison 2001: 362, table F-4). The 
internationalized sector consequently grew in impor- 
tance in most economies, with important implications 
for the balance of domestic political interests on trade 
policy issues (see Hiscox, Chapter 4 in this volume). 
Aggregate rates of growth, however, disguised 
substantial variations across different regions of the 
world economy. The gap between rich and poor wid- 
ened substantially (see Figure 1.3). In 1500, little differ- 
ence had existed in per capita incomes across various 
regions of the world. Incomes per head in the United 
States did not exceed those of China until the second 
quarter of the eighteenth century. By the third quar- 
ter of the nineteenth century, however, a marked gap 
had developed between incomes per capita in the 
United States and Western Europe on the one hand, 
and those of the rest of the world. Per capita incomes 
in Africa and in most parts of Asia stagnated (and in 


China actually regressed for a century). Despite the 
economic turmoil and slower rates of growth of the 
interwar years, the absolute gap between the industri- 
alized economies and the rest of the world continued 
to widen: the divergence increased rapidly in the post- 
1945 era. Only a handful of previously less developed 
countries (LDCs), mostly in East Asia, made signifi- 
cant progress in closing the gap. Africa, meanwhile, 
became increasingly detached from the globalizing 
economy: its exports, measured in constant prices, 
barely expanded in the years between 1973 and 1990. 
The poor export performance contributed to falls in 
per capita income that occurred in the majority of 
years between 1973 and 1998. By the latter date, the 
average per capita income in Africa was no more than 
Western Europe had experienced in 1820 (all data 
drawn from Maddison 2001). Growing international 
inequality has been a fundamental part of the modern 
globalizing economy (see Wade, Chapter 12 in this 
volume). 

Another defining characteristic of the post-1945 in- 
ternational economy was the growth in the number 
of transnational corporations (TNCs) (also referred 
to in some chapters of this volume as multinational 
enterprises). A growth of significant private economic 





Figure 1.3 Per capita income, 1000-1998 (USS) 
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enterprises with international operations had accom- 
panied the emergence of the modern world economy 
in the fifteenth century. These, however, were primar- 
ily trading companies, such asthe East India Company, 
specializing in moving goods between national mar- 
kets. And when foreign investment took off in earnest, 
in the half-century before the First World War, the vast 
majority of it was portfolio investment—that is, in- 
‘vestment in bonds and other financial instruments 
that did not give investors management control over 
the borrowing company. Companies that engaged 
in foreign direct investment—that is, the ownership 
and management of assets in more than one country 
for the purposes of production of goods or services 
(the definition of a TNC)—were relative rarities be- 
fore 1945 (with some notable exceptions, such as the 
major oil companies and IBM). In the post-Second 
World War years, FDI took off, and has grown more 
rapidly than either production or international trade 
(see Thun, Chapter 7 in this volume). 

‘The TNC has become the key actor in the globaliz~ 
ing economy. By 2009, it was estimated that there 
were 82,000 TNCs in operation, controlling more 
than 810,000 subsidiaries worldwide (UNCTAD 
2009b; 18). By 2014, the global stock of FDI amounted 
to about $26 trillion, and the value added by TNC sub- 
sidiaries was equal to about 10 per cent of the world’s 
GDP. Moreover, sales by the subsidiaries of TNCs 
‘were nearly 50% more than the total value of world 
trade: an estimated $36 trillion (UNCTAD 2015b: 18). 
Whereas in the period before 1960, the vast major- 
ity of FDI and TNCs came from the United States, 
in subsequent years the American presence has been 
supplemented by corporations with their headquar- 
ters in Europe, Japan, Korea, and, increasingly, in less 
developed countries such as Brazil, China, and India 
(for further discussion, see Dicken 2015). Sovereign 
wealth funds have also become major sources of for- 
eign investment. 

‘The activities of TNCs, in turn, have fundamen- 
tally transformed the nature of international trade. 
Both the composition and direction of trade have 
changed dramatically since 1945. Whereas in the in- 
terwar years the composition of trade differed little 
from that of the previous centuries—that is, it was 
based on the exchange of raw materials and agricul- 
tural products for manufactured goods, since the post- 
war reconstruction of Europe and Japan, the principal 
component of trade has been the international ex- 
change of manufactured goods. At first, this trade was 
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primarily among the industrialized countries. In many 
instances, it involved intra-industry trade, that is, the 
international exchange of products from the same in- 
dustry. For example, intra-industry trade occurs when 
‘Sweden exports Volvo cars to Germany and imports 
BMW vehicles from Germany. As this example sug- 
gests, product differentiation by brand name often 
provides the basis for intra-industry trade, and bears 
little resemblance to the comparative advantage-based 
explanation for trade that underlies conventional eco- 
nomic theory. In the last quarter of a century, the 
growth in intra-industry trade has occurred not so 
much in the exchange of finished products but of 
components that are often moved across several na- 
tional boundaries before assembly and then exported 
to their final markets—a process that economists have 
termed the ‘fragmentation’ of production. 

Since the 1980s, in particular, less developed coun- 
tries have also been integrated into the international 
production networks led by TNCs (see Thun, Chap- 
ter 7 in this volume). Many developing countries have 
changed the structure of their tariffs to give prefer- 
ence to the processing and assembling of components 
that are subsequently exported. The World ‘Trade Or- 
ganization estimates that at the turn of the century 
such processing activities accounted for more than 80 
per cent of the exports of the Dominican Republic, 
close to 60 per cent of the exports of China, and nearly 
50 per cent of the exports of Mexico (WTO 2000a). 
This participation in global production networks is 
the most significant factor in a dramatic change in the 
commodity composition of the exports of less devel- 
‘oping countries. Contrary to some popular impres- 
sions, by the end of the 1990s manufactured exports 
constituted 70 per cent of the total exports from the 
developing world. The share of manufactures in their 
exports had increased threefold since the end of the 
1970s (UNCTAD 2001: xviii). 

Reference to these less developed economies pro- 
vides a timely reminder of another dramatic change 
in international economic relations since 1945—a 
huge augmentation in the number of independ- 
ent states in the system. As noted in Box 1.5, only 
44 countries were represented at the Bretton Woods 
conference, which was dominated by the industrial- 
ized countries of Europe and North America, butalso 
included a few of the long-independent countries of 
Central and South America. Within two decades, al- 
most all of the colonies of the European countries 
had gained their independence. This development 
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had profound implications for the international sys- 
tem. One was simply the consequence of an increase 
in both the number of states and in the diversity of 
the international community: the number of states 
in the system more than doubled. Collaboration in 
international economic relations and the manage- 
ment of various dimensions of this collaboration be- 
came increasingly complex, illustrated very clearly 
in the trade sphere by the difficulties in negotiating 
the Uruguay and Doha Rounds of WTO talks (see 
Capling and Trommer, Chapter 5 in this volume, for 
details of these discussions; and Aggarwal and Du- 
pont, Chapter 3, for a discussion of the problems 
that larger numbers pose for collaboration). The 
growth in the number of less developed countries 
also brought institutional changes, most notably in 
the foundation of the United Nations Conference on 
Trade and Development (UNCTAD) in 1964. And 
the new arithmetic in the international system gen- 
erally, and particularly within the United Nations sys- 
tem, contributed to a change in international norms 
with the adoption, first, of decolonization (Jackson 
1993), and then of development as core norms of the 
modern system. 

Another defining characteristic of the contempo- 
rary system contributed to the enshrining of the de- 
velopment norm—the vast expansion in the number 
of non-governmental organizations (NGOs), many of 
which were focused on the alleviation of poverty (for 
further discussion of this topic, see the chapters in this 
volume by Wade and Phillips). NGOs have also been 
prominent in global environmental affairs (see Dau- 
vergne, Chapter 14 in this volume) and, increasingly, 
in international trade. Relations between industrial- 
ized and less developed countries, and issues relating 
to global poverty and inequality, emerged as an impor- 
tant dimension of the study of international political 
economy, the evolution of which is discussed in the 
next section of this chapter. 





KEY POINTS 


‘The post-war international economy was qualitatively 

different from anything that preceded it, on several 

dimensions: 

+ states made a commitment to multilaterafsm. reflected in 
‘the construction of institutions at the global and regonal 
levels: 








+ the world economy grew at unprecedented rates after 
194S—the internationalized component of economies 
became more significant as trade and foreign investment 
grew more rapidly than production; 

+ TNCs and FDI emerged as key agents in the process of 
interationalzation, 

* the composition and direction of international trade 
changed dramatically, with intra-industry trade among 
industriaized economies constituting the majority of 
‘aggregate world trade: and 

+ the number of countries in the international system rose 
substantially. 











The study of global political 
economy 


The emergence of global political 
economy as a distinct subfield 


Global political economy (GPE) developed as a sig- 
nificant subfield in the study of international relations 
in the 1970s. As has so often been the case in politi- 
cal science, the emergence of a new subject area was 
a response both to real-world changes and to trends 
in theorizing within and outside the discipline (see 
Box 1.6). 

Inthe early 1970s, the global economy entered a pe- 
riod of turbulence following an unprecedented period 
of stable economic growth. The ‘long boom’ from the 
carly post-war years through to 1970 benefited devel- 
oped and less developed economies alike. Because of 
the comparative stability of this period, it was com- 
monplace to regard international economic relations 
as a relatively uncontentious issue area that could be 
left to technocrats to manage. All this changed in the 
late 1960s, however, when the US economy encoun- 
tered increasing problems because its commitment to 
a fixed exchange rate constrained its policy options at 
a time when domestic inflation was being fuelled by 
high levels of government expenditure—domestically, 
on social programmes, and internationally on the pur- 
suit of the Vietnam War. In August 1971, a new era of 
instability in the global economy was ushered in when 
the Nixon administration unilaterally devalued the 
dollar (for further discussion, see Helleiner, Chapter 8 
in this volume). In doing so, it set in train events that 


The Study of Global Political Economy 


What's in a Name? International 
Versus Global Political Economy 


‘When international relations scholars began to examine 
economic issues in depth, the new subfield inherited the rather 
misleading acjectve international as the lacing wordin ts tite. 
‘Commentators have often pointed out that international” 
relations isa misnomer forts subject matter in that @ confuses 
‘nation’ with ‘state, and fais to acknowledge the significance of 
private actorsin global politics. But labels like institutions are often 
‘stichy"—once adopted, itis cficut to displace them, even if 
better alternative is available. The abbreviation, IPE, has become 
synonymous with the field of study Even though we prefer global 
political economy for the title of the book because reflects 
‘more accurately the contemporary subject matter ofthis field, 
many of the contributors follow conventional usage in employing 
‘the abbreviation IPE and in referring to ‘international political 
economy. 





‘While the study of global political economy achieved a new 
prominence in the 1970s, a variety of work in what would 
‘now be recognized as the field of GPE was published much 
‘earlier than this. A prominent example is Albert Hirschman’: 
(1945) study of asymmetries in Germany's economic 
relations with its East European neighbours. Much of the 
‘work in the field of development economics that blossomed 
in the post-war period included a significant focus on 
‘political and international components. And the Marxist 
tradition of politcal economy remained vibrant, particularly 
in Europe. 


‘To confuse matters, the study of economics was known in the 
‘eighteenth and nineteenth centuries as politcal economy (see, 
for example, John Stuart Mill (1970), Princples of Political 
Economy [first published in 1848). The titles of some leading 
journals in the field of economics—for example, the ournal of 
Poitical Economy, frst published in 1892—reflect this older usage. 








were to end the system of fixed exchange rates, one 
of the pillars of the Bretton Woods financial regime. 

‘The new instability in international finance rein- 
forced perceptions that the global economy was about 
to enter an era of significant upheaval. Commod- 
ity prices had risen substantially in the early 1970s; 
Western concerns about the future availability and 
pricing of raw materials were compounded by the 
success of the Organization of the Petroleum Export- 
ing Countries (OPEC) during the Arab-Israeli war 
of 1973 in substantially increasing the price of crude 
oil. Less developed countries believed that they could 
use their new-found ‘commodity power’ to engineer 
a dramatic restructuring of international economic 
regimes, a demand they made through calls at the 
United Nations for a New International Economic 
Order (NIEO) (see Phillips, Chapter 13 in this vol- 
ume). Industrialized economies were already having 
difficulty in coping with a surge in imports of manu- 
factured goods from Japan and the East Asian newly 
industrializing economies (NIEs), causing them to 
revert to various discriminatory measures to protect 
their domestic industries, in disregard of their obliga- 
tions under the international trade regime. In trade 
and finance regimes alike, new pressures were causing 
governments to seek to rewrite the rules governing in- 
ternational economic interactions. 

At this time of the greatest instability in interna- 
tional economic relations since the depression of the 


1930s, interstate relations in the security realm, which 
had been the principal focus of the study of post-war 
international relations, appeared to be on the verge 
of entering a new era of collaboration. The United 
States was winding down its involvement in Indo- 
China; Henry Kissinger was negotiating détente with 
the Soviet Union; and President Nixon's visit to China 
in 1972 appeared to presage a new epoch in which 
China would be integrated peacefully into the inter- 
national system. For many scholars of international 
relations, the traditional agenda of the discipline was 
incomplete and the preoccupation of the dominant, 
realist approach with security issues and military 
power seemed increasingly irrelevant to the new in- 
ternational environment (Keohane and Nye 1972; 
Morse 1976). 

‘The new turbulence in international economic re- 
lations prompted political scientists to take an inter- 
est in a subject matter that had previously been left 
largely to economists. It was not, as some commenta- 
tors suggested, that international economic relations 
had suddenly become ‘politicized’. Politics and asym- 
metries in power had always underlain the structure 
of global economic relations, seen, for example, in the 
content of the various financial regimes negotiated at 
Bretton Woods. Rather, what was novel was that the 
turbulence of the early 1970s suggested that the fun- 
damental rules of the game were suddenly open for 
renegotiation. 
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Political scientists’ new interest in international 
economic relations also coincided with the abandon- 
ment by the economics profession of what had pre- 
viously been taught and researched as institutional 
economics. As the discipline of economics aspired to 
more ‘scientific’ approaches through the application 
of statistical and mathematical models, so it increas- 
ingly abandoned the study of international economic 
institutions. Political scientists discovered a vacuum 
that they quickly filled: the field of global political 
economy was born. 


What is GPE? 


Global political economy is a field of enquiry, a sub- 
ject matter whose central focus is the interrelationship 
between public and private power in the allocation of 
scarce resources. It is not a specific approach or set of 
approaches to studying this subject matter (as we shall 
see, the full range of theoretical and methodological 
approaches from international and comparative poli- 
tics has been applied to the study of international po- 
litical economy). 

Like other branches of the discipline, GPE secks to 
answer the classic questions posed in Harold D, Lass- 
‘well’s (1936) definition of politics: who gets what, when, 
and how? This definition explicitly identifies questions 
of distribution as being central to the study of politics. 
It also points implicitly to the importance of power— 
the concept that is at the heart of the study of political 
science—in determining outcomes. Power, of course, 
takes various forms: it is classically defined in terms 
of relationships—the capacity of one actor to change 
the behaviour of another (Dahl 1963). But power is 
also exercised in the capacity of actors to set agendas 
(Bachrach and Baratz 1970; Lukes 1974), and to struc- 
ture the rules in various areas of international eco- 
nomic relations so as to privilege some actors and to 
disadvantage others (Strange 1988). 

Consider, for example, the international financial 
regime. As the world’s largest economy (and single 
‘most important market for many other countries in 
the global system), the United States has been able, 
over the years, to exercise relational power: to force 
changes in the behaviour of other countries—notably, 
to accept changes in their exchange rates (as, for ex- 
ample, in the Nixon administration's breaking of the 
fixed exchange rate between the dollar and gold, and 
the forced appreciation of the North-East Asian cur- 
rencies against the dollar following the Plaza Accord). 


‘The rules of the international financial regime have 
also been structured so that they privilege the more 
economically developed states in the system: not only 
do the wealthy industrialized economies enjoy more 
votes within the IMF and the World Bank under the 
weighted voting system employed in the two majorin- 
ternational financial institutions (IFIs) (Box 1.7), but 
the industrialized economies (in part because of ar- 
rangements they have negotiated among themselves) 
have also largely escaped the discipline imposed by the 
IMF on countries that run persistent balance of pay- 
‘ments deficits. Until the recession of 2008-9, no indus- 
trialized country had sought assistance from the IMF 
since Britain and Italy did so in 1976. Despite running 
hhuge deficits in its balance of payments, the United 
States has not been subject to IMF discipline because 
itcan take advantage of the international acceptability 
of the dollar to print more money to finance its trade 
deficits. 

Besides a focus on questions of distribution and of 
power, two of the fundamental concerns of political 
science, students of global political economy have also 
been preoccupied with one of the central issues in the 
study of international relations: which conditions are 
more favourable for the evolution of cooperation 
among states in an environment where no central 
enforcement agency is present? For many observers, 
this problem of ‘cooperation under anarchy’ is even 
more pertinent in the economic than in the security 
realm. This is because greater potential exists in the 
economic sphere, particularly under conditions of 
interdependence, for cooperation on a win-win basis, 
but states have a considerable temptation to ‘cheat 
by attempting to exploit concessions made by others 
while not fully responding in kind (see Aggarwal and 
Dupont, Chapter 3 in this volume). 

Much of the early GPE work in the 1970s and early 
1980s, particularly in North America, married two 
of these central concerns—the distribution of power 
within the global economy, and the potential for states 
to engage in collaboration. Conducted at a time when 
many perceived US economic power to be waning, 
this work focused on the link between hegemony and 
an open global economy (see Box 1.8). 


Approaches to the study of global 
political economy 


Following the publication of Robert Gilpin’s (1987) 
magisterial overview of the then emerging field of 
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Voting in the International Financial 
Institutions 


‘When the allied powers decided at Bretton Woods to create 
‘two international financial institutions, they agreed on a formula 
{or voting rights that represented a compromise between the 
principle of sovereign equality and the realities of markedly 
‘unequal economic power: Members’ voting power has two 
components: basic votes’ assigned equally to all members: and (a 
much larger number) of weighted votes that are inked directly 
‘to the money members subscribed to the two institutions. 
(Quotas have been adjusted over the years as the membership 
of the institutions has expanded, but the G7 industrialized 
countries still control 43 per cent of the votes in the IME while 
‘more than 40 African countries together have less than 5 per 
cent of the total vates. 


Eight countries—China, France, Germany, Japan, Russia, Saudi 
‘Arabia. the United Kingdom, and the United States—have their 
‘own representative on the 24-member IMF Executive Board, 
which is responsible for the day-to-day running ofthe institution. 
(Others are arranged in various groups. with a single executive 
director casting their collective votes. The same countries have 
their own executive directors on the 26-member World Bank 
Board of Directors: the remaining seventeen directors represent 
‘the Bank’s other 180 member states: the Banks President is also 
a member of the Board of Directors. 


In the IMF, ‘Ordinary’ Decisions require a simple majority, 
whereas ‘Speci’ Decsions require an 85 per cent 
"supermajority. The United States, with 16.67 per cent of the 
‘otal votes at the IMF. can unilaterally block “Special Decisions 
such as changes in the IMF Charter or use ofits holdings of 
.20Id. Voting, however, is relatively rare, with most decisions being 
carried by consensus. 

Criticisms of the failure of IMF quotas and voting rights to 
reflect the growing significance of developing economies were 
increasingly voiced after the East Asian financial crises of 1997— 
8, This criticism led to proposals to reform quotas and to 
increase the number of basic votes assigned to each country. 
The first stage was an ‘ad hoc’ increase in the quotas of China, 
Korea, Mexico, and Turkey (ranging from about a 20 per cent 
increase for Turkey to about 80 per cent for Korea). which took 
effect in 2007. in the wake of the financial crsis and the G20 
decision to double the resources available to the IMF the Fund's 





Executive Board approved far-reaching reforms The increase in 
‘quotas would be distributed in a manner such thatthe share of 
‘emerging market and developing economies would double. 
‘Voting power in the Fund would more dosely reflect the 
relative size of countries in the global economy. The ten largest 
‘members ofthe Fund would be the United States, Japan, the 
‘four largest European economies (France, Germany Italy, and 
the United Kingdom) and Brazil, China, India, and the Russian 
Federation. China would be the single largest beneficiary ofthe 
redstribution, with its voting rights increased by 50 per cent. The 
United States, whose weight in the global economy is actually 
Underrepresented in its IMF voting rights, would retain its veto 
power (for details of the new quotas and voting rights see 
http: /wwwimforg/externalinp/secimemdirimembersaspx). 
‘The Executive Board would also be restructured with all 
Executive Directors being elected; two European seats would 
<dsappear to be replaced by two Directors from emerging 
‘economies. The changes, which require approval of countries 
‘with 85 per cent of the Fund's voting rights were introduced in. 
January 2016. 


By convention, since the foundation of the two IFs, the United 
‘States has nominated the president of the World Bank, and 
(West) European countries the managing director of the IME In 
‘an unusual move in 2000, however: the Clinton administration in 
the US vetoed the German government’ first-choice nominee 
for the post of managing director of the IMF. Although the 
appointment of the nominees i subject to a formal vote within 
the Fund and the Bank, other members have only the option of 
‘either voting for or against the nominated candidate rather than 
‘Proposing alternative names. The dominance of the US and 
Europe in choosing the CEOs of the IF has increasingly been 
‘contested in the process that led to the appointment of 
(Christine Lagarde as Managing Director of the Fund in june 
201 |, however, developing economies were unable to reach 
‘agreement on an alternative candidate. 


‘The Washington, DC location of the two IFls facilitates US 
influence over their operations. For more detailed discussion of 
the representativeness and accountability ofthe IFl, ee Woods 
(2003) and Xi and Weller (2015). 

Unlike the Fs the Geneva-based World Trade Organization 
‘operates on the principle of one member, one vote, but its 
members have never voted: decision-making is by consensus, see 
‘Gaping and Trommer, Chapter 5 in this volume. 








global political economy, most introductions to the 
subject have identified three principal categories 
of theoretical approaches to GPE. In Gilpin’s origi- 
nal terminology (he changed some of his labels in 
the updated version of his book: Gilpin 2001), these 


were liberalism, nationalism, and Marxism. Of these 
three labels, only liberalism has been used universally 
in other categorizations. Other writers have substi- 
tuted statism, ‘mercantilism’, ‘realism’, or ‘economic 
nationalism’ for nationalism. The approaches that 
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Power and Collaboration 


The theory of hegemonic stability suggests that international 
‘economic collaboration in pursuit of an open (or ber) 
‘economic order is most ikely to occur when the global economy 
‘is dominated by a single power (because this country, the 
hhegemon, wil have both the desire and the capacity to support an 
‘open economic systern—the dominant economy is ikely to 
benefit most from free trace; moreover, ts relatively large size will 
ive it leverage over other states in the system). Theorists pointed, 
to the experience of the mid-nineteenth century when Britain 
‘was the hegemonic power, and to the period of US dominance 
from 1945 to 1971, as demonstrating the relationship between 
hegemony and an open world economy. In contrast the interwar 
period, when no single country enjoyed equivalent pre-eminence, 
‘as characterized by a breakdown in international econornic 
collaboration. The decline in the relative position of the US 





economy in the 1960s, folowing the rebuilding of the Wester. 
European and japanese economies, appeared to coincde with 
renewed closure (a se in protectionism in response to imports 
from japan and the East Asian NIEs) and the general turbulence in 
‘gobal economic regmes noted above. 


Subsequently; however, the hegemonic stability argument was 
undermined both by trends in the real world and by new 
‘theoretical work In the 1990s, countries extended their 
collaboration on international economic matters, especialy in 
trade, despite a relatively more even dispersion of economic 
power in the global system. 

For statements of the hegemonic stability argument, see 
Kindleberger (1973) and Krasner (1976): for alternative 
theoretical perspectives see Keohane (1984, 1997), Snidal 
(19858), and Pahre (1999). For further discussion, see Aggarwal 
‘and Dupont, Chapter 3 in this volume. 








Gilpin subsumed under the label Marxism have vari- 
ously been identified as ‘radical’, ‘critical’, ‘structural- 
ist’, ‘dependency’, ‘underdevelopment’, and ‘world 
systems’, 

In itself, the use of a variety of labels points to one 
of the problems with the ‘trichotomous’ categoriza- 
tion of approaches to the study of GPE: the (some- 
times misleading) lumping together of substantially 
different perspectives within a single category. Moreo- 
ver, the trichotomous categorization does not cap- 
ture the wealth of methodological and theoretical 
approaches used in the contemporary study of GPE, 
or provide an accurate signpost to the breadth of fasci- 
nating questions that currently preoccupies research- 
ers in the field. For these reasons, we do not use such 
conventional categorization in this book. So common 
is the trichotomy in introductions to GPE, however, 
that it is worth investing a little time in understand- 
ing the underlying foundations of the categorization. 
Matthew Watson's chapter in this volume examines 
the historical origins and subsequent intellectual line- 
age of the principal theoretical perspectives on GPE 
(see Chapter 2). 

Much of the best work in global political economy 
in recent years has been less concerned with prescrip- 
tion than with explanation—for example, how differ- 
ences in political institutions shape policy decisions, 
and why some sectors of the economy are more suc- 
cessful than others in seeking protection (see Hiscox, 


Chapter 4 in this volume); why it is easier for states 
to collaborate on some issues rather than others (see 
Aggarwal and Dupont, Chapter 3 in this volume); why 
states have increasingly pursued trade agreements at 
the regional instead of the global level (Ravenhill, 
Chapter 6 in this volume); why states have been un- 
able to agree on an effective regime for dealing with 
international debt (Pauly, Chapter 9 in this volume); 
and why some global environmental regimes are ef- 
fective while others are not (Dauvergne, Chapter 14 
in this volume). Of course, policy prescriptions often 
follow from such theoretically informed analysis, and 
they are far more specific than those of the ‘get the 
state out of the market’ variety. 

Since the early 1980s, the study of global politi- 
cal economy has been enriched by the application 
of a diverse array of theoretical and methodologi- 
cal approaches, but neither their subject matter nor 
the methodologies employed allow easy categoriza- 
tion. Take, for example, the role of ideas in shaping 
policy agendas, in helping states to reach agreement 
in various international negotiations, and in legiti- 
mizing current economic, political, and social struc- 
tures. Ideas have been the central focus of work firmly 
within the Marxist tradition, which builds on the argu- 
ments of the former Italian communist party leader, 
Antonio Gramsci, on how ideas help ruling classes 
to legitimate their domination (Cox 1987; Gill 1990). 
But ideas have also been pivotal to quite different 


approaches, drawing on the work of the German so- 
ciologist, Max Weber. Work from this perspective ex- 
amines the role that ideas play in defining the range 
of policy options that governments consider, and in 
providing a focal point for agreement in international 
negotiations (Hall 1989; Goldstein and Keohane 1993; 
Garrett and Lange 1996). Also derived from Weberian 
analysis are constructivist approaches, which empha- 
size the significance of ideas in constituting actors’ 
perceptions of their interests and identities, rather 
than taking these for granted—examples of the appli- 
cation of constructivist analysis to IPE include Colin 
Hay (Chapter 11 in this volume), Haas (1992), Burch 
and Denemark (1997), Hay and Rosamond (2002), Ab- 
delal, Blyth, and Parsons (2010). And cross-fertilization 
has occurred across different approaches—for exam- 
ple, the Gramscian idea of hegemony has been used 
by writers from a non-Marxist perspective, such as 
Ikenberry and Kupchan (1990), and finds resonance in 
Joseph Nye’s (1990) concept of ‘soft’ power. 

Likewise, turning to methodology, we find similar 
methods employed by scholars from dramatically dif- 
ferent theoretical traditions. Consider rational choice 
approaches, for example. Since the mid 1990s, rational 
choice has dominated many areas of the study of po- 
litical science, particularly in universities in the United 
States. Its origins lie in economic theory; the focus is 
primarily on individuals, the factors that lead them to 
choose preferred courses of action, and how strategic 
interaction generates uncertainty. In GPE, rational 
choice analysis has been prominent in the recent study 
of the determinants of trade policy preferences, and 
why international institutions, including the European 
Union, take particular forms, what the effects of insti- 
tutions are, and why some institutions survive longer 
than others (Frey 1984; Martin 1992; Garrett and We- 
ingast 1993). Vaubel (1986, 1991) has applied rational 
choice analysis in an examination of the behaviour 
of the officials of the IMF. Such work is very much 
in the mainstream of contemporary political science. 
But rational choice methods have also been applied by 
theorists working within the Marxist tradition—for ex- 
ample, Roemer (1988), and Carver and Thomas (1995). 

Although rational choice methods have become 
dominant in some circles within North American 
political science, a large number of scholars of GPE 
would find it difficult to accept the argument made at 
the turn of the century by one proponent of rational 
choice methods that GPE ‘is today characterized by 
growing consensus on theories, methods, analytical 
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Epistemology, Ontology, and 
Methodology 


Epistemology is the study of knowledge and justified belief. It 
is concemed with questions about the necessary and 
sufficent conditions of knowledge, the sources of knowledge, 
and how knowledge is created. Ontology isthe study of 
being and of what ‘exists, Itis concerned with the 
‘identification of the core objects of study, their characteristics, 
and ther relationships to other objects. Methodology refers 
toa procedure or set of procedures used to study a 

subject matter: 





frameworks, and important questions’ (Martin 2002: 
244). Diversity in ontology, epistemology, and meth- 
‘odology continues to characterize the international 
study of global political economy (see Box 1.9). Many 
scholars find this rich mix of theories and methodolo- 
gies a cause for celebration rather than concern. This 
is certainly the view of the contributors to this vol- 
ume, which reflects much of the current lively debate 
in the study of GPE. 


KEY POINTS 


+ The field of global political economy emerged in the 
‘early 1970s in response to developments in the world 
‘economy, in international security. and in the study 
‘of economics and international relations. 

+ GPE ’s best defined by its subject matter rather than as a 
particular theory or methodology. 

+ Approaches to the study of GPE have conventionally 
been divided into the three categories of liberalism, 


approaches included within each of the three categories. 
+ The contemporary study of GPE is characterized 
by the application of a wealth of theories and 
methodologies. 
+ Most of the contemporary work in GPE focuses on 
postive theory that is, attempting to explain why things 
happen rather than on policy prescnption. 
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‘The first part of this volume looks at some of the 
approaches that have addressed the key concerns of 
theorists of GPE: what conditions are most conducive 
to the emergence of collaborative behaviour among 
states on economic issues, and what are the determi- 
nants of the foreign economic policies of states? It 
then examines the evolution of trade relations, first at 
the global and then at the regional level. Chapter 8 re- 
views the development of the global financial regime 
since 1944; the following chapter addresses the causes 
of financial crises and the reasons why international 
collaboration to date has been ineffective in devising 
strategies to combat them. 


‘The chapters in the second part of the book exam- 
ine various aspects of the debate about globalization: 
whether in fact the contemporary economy is global 
and whether it differs, qualitatively or quantitatively, 
from previous eras of economic interdependence; and 
the extent to which enhanced globalization constrains 
the policy options available to states. In the last part 
of the book, we examine the impact of globalization 
‘on world poverty and inequality; how globalization 
has changed the relations between industrialized and 
less developed economies; and the impact of globali- 
zation on the environment. 


@ wsstions 


‘What is GPE? 


Beene we wn = 


‘What were the principal factors that determined the severty of the recession of 2008-9? 
In what ways did the recession of 2008-9 change global economic governance? 

‘What were the principal features of the classical period of mercantiism? 

‘What were the reasons for rapid economic growth in the nineteenth century? 

How did the gold standard operate automatically to bring the payments position of countries into equilibrium? 
‘What were the principal reasons for the breakdown of international economic relations in the interwar period? 
‘What are the defining characteristics of the post-1945 world economy? 

‘What factors ed to the emergence of GPE as a significant field of study? 


1. What are the main weaknesses with the traditional threefold categorization of approaches to GPE? 
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Reader's guide 


This chapter focuses on the historical origins and the subsequent intellectual lineage of what many 
textbooks inform the beginning student are the three core theoretical positions within contemporary 
global political economy (GPE): realism, liberalism, and Marxism. In doing so it also seeks to explain 
why feminist scholarship, which has been so important to the more recent evolution of GPE theory, 
is generally included in the textbooks only as some sort of afterthought. The search for historical 
pre-emptions is always important, because it reminds the student of any subject that contemporary 
perspectives are part of a longer tradition of thought. Itis even more significant in GPE because its 
introductory texts tend not to rework its roots from scratch. Instead, they often rely on populist in- 
tellectual histories that are simplistic in the extreme. The problem is that the modern-day variants of 
realism, liberalism, and Marxism are treated as the authoritative ones, with the original statements of, 
something approaching those positions then being fitted to their closest modern-day equivalent. This, 
though, is to read the history of ideas the wrong way round. Meanwhile, the search for the founda- 
tions of feminist GPE is typically sidestepped altogether, which in this instance means that the history 
of ideas remains conspicuously unread. By taking the alternative option of trying to present students 
with a clear idea of exactly what united and what divided the main theoretical positions in contempo- 
rary GPE at their point of origination, this chapter provides important contextual evidence about the 
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‘way in which those positions have subsequently evolved into their modern form. The result is that it 
is possible to collapse a number of the rigid lines of demarcation that are drawn in introductory text- 
books between competing theoretical positions in GPE. At the same time, it also becomes possible 
to identify the intellectual propositions that did most to divide the eighteenth- and nineteenth-century 
theorists so as to compare them with today’s accounts of the most similar GPE positions. 


Introduction 


‘The purpose of this chapter is to provide a broad over- 
view of the subject field of GPE as a whole, but with- 
out simply repeating the introductions to the field that 
dominate other textbooks. Indeed, those introduc- 
tions will often appear in the pages that follow as ob- 
jects of criticism. I take issue with them primarily for 
their lack of attention to GPE’s historical roots, and 
for allowing this to contribute to the reproduction of 
a number of important misreadings of the paths from 
foundational political economy debates to where GPE 
is located today. Straight lines are all-too-often invoked 
to link the old to the new, but almost always this in- 
volves the selective reading of historical positions to 
make them match modern-day ones. My aim is to 
question the account of the three main theoretical po- 
sitions through which introductions to GPE are typi- 
cally taught—realism, liberalism, and Marxism—and 
to urge students to go beyond these accounts and ex- 
plore for themselves the specialist history of economic 
thought literature that offers alternative perspectives 
on those positions. This will also enable me to take the 
first steps in making good the gap that exists in almost 
all GPE textbooks where a discussion of gender issues 
and an appreciation of the historical role of women 
writers in political economy really ought to be. 

‘There is what might be called a ‘textbook GPE’, 
then, which usually provides a student's first exposure 
to the subject field. Yet there are also other ways of 
learning about theoretical traditions in Global Politi- 
cal Economy, whereby GPE is brought together much 
more clearly with the study of the history of eco 
nomic thought. These are generally treated as being 
two completely separate practices, but there is no 
good reason why this should necessarily be the case. 

This chapter should therefore not be read as if it 
is a direct substitute for usual introductory textbook 
chapters on GPE theory, because I am attempting to 


do something quite distinct. It is, of course, very im- 
portant that students become aware of the standard 
textbook account of how modern-day GPE realism, 
liberalism, and Marxism differ from one another, as 
well as why feminist GPE still largely gets presented 
as a marginal pursuit, as these will be the themes that 
they encounter more and more as their studies pro- 
gress. Yet this should not be at the expense of trying to 
understand how these modern-day positions may be 
somewhat less than faithful to the arguments from the 
history of economic thought that they claim as their 
precursors. For instance, the analytical ends to which 
modern-day liberals put the eighteenth-century politi- 
cal economy concept of ‘the market’ often look com- 
pletely different to how eighteenth-century scholars 
originally used it. It is also possible to identify a shared 
commitment across the centuries for liberals to talk 
about an abstract ‘economic man’, but the meaning of 
that abstraction differs markedly in its implied behav- 
ioural characteristics between the eighteenth century 
(when they often bordered on the effeminate) and 
today (when a hyper-masculinity pervades the con- 
temporary Homo economicus). Homo economicus, the 
Latin term designed to capture the reduction of the 
human essence to something straightforwardly eco- 
nomic, is used in economic theories today to describe 
rational and selfinterested beings capable of deciding 
the optimal strategy for pursuing their goals. These in 
turn are usually assumed to be linked directly to the 
unthinking and unreflexive accumulation of wealth. 
As a characterization of normal economic behaviour 
this particular Homo economicus would have been un- 
recognizable to the eighteenth-century theorists who 
saw “economic man’ as a social signaller intent on 
the display of status and unconcerned about fritter- 
ing away his resources if this made that display more 
eye-catching. 

Critically minded students therefore have much to 
gain from learning about the tendency for the main 
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theories of GPE to have become detached from their 
historical moorings as well, as for others to be over- 
looked because they seem to lack such moorings. All 
is not necessarily as clean and as clear-cut in the in- 
tervening history as is so often suggested in the intro- 
ductory textbooks to the field. My focus, in the first 
instance, is on the original interventions themselves 
that have provided GPE with a distinctive pre-history, 
including studying the arguments that their authors 
‘made in their own words. Itis only by doing this that 
it is possible to reveal some of the peculiarities of the 
way in which the standard introductory GPE texts 
present their subject field’s pre-history. I then hope to 
show that GPE and the history of economic thought 
can be combined in fruitful ways. 


Teaching global political economy 
through the textbooks 


Most GPE scholars were taught their trade having first 
studied international relations (IR) courses. Pethaps 
predictably, given this background, the question-ask- 
ing framework associated with IR continues to loom 
large as a template for GPE (Phillips 2009). The same 
three-way distinction between realism, liberalism, and 
Marxism has been transposed in pretty much identical 
form from one to the other. Indeed, Robert Gilpin— 
author of the best-selling GPE textbook, The Political 
Economy of International Relations (1987), in addition to 
being one of the first generation of IPE scholars who, 
according to Benjamin Cohen (20088), set the param- 
eters within which the field continues to be located 
today—describes these positions as ‘the three ideolo- 
gies’ of GPE (Gilpin 1987: 25; see also Gilpin 1975: 21). 

‘The specific choice of descriptor is instructive. He 
could have called them three separate starting points 
for GPE, However, this would have implied that, at 
some stage, students would be required to branch out 
from those starting points in order to comprehend 
what is at stake by beginning there. He could also 
have called them three separate theoretical bases for 
understanding the world around us. However, the art 
of working within a theoretical perspective is always 
to question the limits that perspective imposes on 
original thought as a means of ultimately transcend- 
ing it. Gilpin is lear about why he instead uses the 
word ‘ideology’ to describe realist, liberal, and Marxist 
GPE. He wants to capture a sense of self-contained, 


coherent world-views, capable of imposing meaning 
on any experience of the world, and equally capable 
of encapsulating whole systems of thought and belief 
Gilpin 1987: 25-6). 

Students can turn to pretty much any introductory 
IPE textbook to find out how the subject field might 
be divided using this three-way split in Gilpin’s spe- 
cific sense. My intention in this chapter is rather dif- 
ferent. The textbook introductions generally display 
very little focus on the historical roots of these three 
competing traditions of GPE’s orthodox pedagogy. 
In specifying those roots rather more precisely, it be- 
comes possible to show the limitations of conceiving 
of Gilpin’s three ideologies of GPE as self-contained, 
coherent world-views. Doing so also undermines 
the rationale for calling them ‘ideologies’ in the first 
place. 

‘The reason why this way of thinking continues to 
hold such a spell over GPE textbooks has much to do 
with how the chronology of the field continues to be 
understood. Almost every appraisal of the subject 
field begins by commenting on GPE’s youth relative 
to other fields (Gill and Law 1988; Onuf 1997; Pearson 
and Rochester 1998; Dash et al. 2003). The year 1970 
tends to be positioned as the beginning of history as 
far as GPE is concerned, The subject field was forged 
amid attempts to explain events that were a particu- 
lar feature of distinctively modern times. Specifically, 
GPE results from concerns to reflect on the future of 
world economic affairs following the collapse of the 
Bretton Woods system of international economic 
management amidst the disturbances of the early 
1970s (Krasner 1976; Gilpin 1987; Frieden and Lake 
1995; Grieco and Ikenberry 2003). That system had 
brought seemingly unparalleled stability to the econ- 
omies of the Western alliance. Marshall Aid had al- 
lowed the US to recycle its massive post-war trading 
surpluses while also simultaneously allowing coun- 
tries in Western Europe and East Asia to fast-forward 
the process of economic reconstruction through se- 
curing extremely high growth rates and employment 
rates. From the perspective of the stagnant growth, 
the enhanced joblessness, the collapsing profits, and 
the escalating inflation of the 1970s, the immediate 
post-Second World War era looked like a ‘golden age" 
of almost limitless economic possibilities (Kitschelt et 
al, 1999). Given such a context, the task that the early 
GPE scholars set themselves was how to envision the 
conditions of renewed systemic stability (Murphy and 
Tooze 1991: 17). 
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‘This intimate connection between the birth of GPE 
and the onset of what seemed to be qualitatively new 
economic conditions made it possible for the carly 
GPE scholars to pay something less than full attention 
to the implications of the history of political economy 
for their new subject field. After all, developments 
within the most recent phase of the modern world 
economy could be said only to require the most up-to- 
date methods and approaches from the existing aca- 
demic literature, 1970 represents an important birth 
date for GPE, then, in two distinct ways. It not only 
provided the early GPE scholars witha set of concrete 
historical facts to try to explain. It also provided them 
with some dominant theoretical constructions to or- 
ganize the attempt to make sense of the surrounding 
world. 

Looking back from today, GPE's birth date pro- 
vided the subject field with two very important origi- 
nating biases. The contextual assumption of foregone 
stability continues to cast a large shadow over contem- 
porary GPE, providing a means of distinguishing nor- 
matively between the work of those who are willing 
to suppress the possibility of a new social order in the 
interests of international economic stability and the 
work of those who are not. Equally, the approaches 
that were just coming to prominence in GPE's par- 
ent field of IR in the early 1970s—primarily rational 
choice theory—continue to provide the basis for meth- 
odological disputes in GPE today. The frameworks in 
which rational choice theory was most readily applied 
at the time—realism, liberalism, and Marxism—were 
thus easily elevated to be GPE’s standard fare. Femi- 
nist economics was developed later in the 1970s, often 
in direct opposition to the rational choice approach, 
and therefore it did not have the same sort of claim to 
easy incorporation into textbook GPE. 

Rational choice approaches are based on the ab- 
stract assumptions of utility-maximizing behaviour 
through which Homo economicus makes his presence 
felt in the world. The exponents of these approaches 
believe that, by reducing all human behaviour to this 
single instinct, action is provided with the degree of 
replicability and predictability that they treasure so 
highly in their analyses. By remaining loyal to what 
Jonathan Kirshner (2011: 205) has called a ‘hyper- 
rationalist’ mode of explanation, a seemingly rigor- 
‘ous basis is provided on which to claim that a given 
type of policy will always be selected because it re- 
flects the generic enactment of self-interest that it is 
assumed will always be in play. Those who are less 





sympathetic to the encroachment of rational choice 
theory within GPE are concerned that the theory it- 
self attempts to naturalize a specific conception of 
economic agency. It is institutionally suited only to 
life lived within generally free market economies, so 
it is an analytical error, the unsympathetic commen- 
tators say, to elide this one institutional arrangement 
with all possible forms of economic life that might be 
lived (or, indeed, are being lived right now). To adopt 
that approach is akin to turning GPE into an element 
of the free market hegemony that the subject field's 
scholars might otherwise wish to critique. Itis simply 
not possible from this perspective to gain sufficient 
autonomous theoretical space to comment on the 
political structures of world orderif the theory being 
used itself both reflects and reinforces those struc- 
tures (Cox 1981). 

The general ideological shift towards the embrace 
of pro-market positions in the early 1970s therefore 
occurred at the same time as rational choice theory 
rose to prominence. As a consequence, writing GPE’s 
history as if there is nothing of relevance before 1970 
has the potential to inadvertently bind it to the very 
modern predilection for viewing the world through 
the interlocking prisms of pro-market ideology and 
rational choice theory. This was neither an ideology 
nor a theory that was in any way prominent when 
GPE’s longer-term roots were being laid down in 
alternative forms of political economy scholarship 
in the eighteenth and nineteenth centuries, but the 
subsequent emphasis on the modern does provide a 
means of reinterpreting the older scholarship as if it 
spoke directly to today’s intellectual concerns. The re- 
alism, liberalism, and Marxism of the GPE textbooks 
are cut off from their longer-term historical roots 
precisely to the extent to which they are incorporated 
into an academic agenda already wholly permeated by 
the influence of the market agency displayed by Homo 
economicus. 

‘The biggest problem with this, to my mind, is not 
the fact that these changes have occurred per se, be- 
cause theoretical perspectives are always likely to 
evolve due to the changing concrete circumstances 
that they are trying to explain. Rather, it is the fact 
that these changes have occurred without significant 
reflection on their origins from either the advocates or 
the detractors of the distinctively modern approaches. 
‘The theory of utility-maximizing behaviour has not 
‘materialized out of thin air, fully formed and merely 
awaiting incorporation into GPE. Rather, it has its 
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own specific intellectual history. Its prominence in the 
other social sciences mirrors the effects of the so-called 
Formalist Revolution in economics in the 1940s and 
1950s, through which the logical form that was used 
to express explanatory arguments was first allowed to 
take precedence over their economic content (Blaug 
1999). This was the time when the leading edge of 
economics initially began explicitly to be modelled 
as a mathematical science, with the mathematical 
tractability of the implied economic relationships 
considered to be more important than whether or 
not those relationships had genuine economic mean- 
ing in a sense that corresponds to lives that can actu- 
ally be led. Deirdre McCloskey (1990: 223) has called 
this the rise of a purely ‘blackboard economics’. The 
hyper-rationalist individual who instinctively maxi- 
mizes utility is perfect for such an exercise, because 
this individual is mathematically tractable rather than 
genuinely economic, but it should go without saying 
that this is not the sort of person that you could ever 
expect to meet on a day-to-day basis. 

Terence Hutchison (1998) has argued that what 
McCloskey calls blackboard economics deserves the 
methodological label of ‘ultra-deductivism’. This is to 
stipulate a number of first-principle behavioural char- 
acteristics and then to read off all actual economic 
behaviour from those characteristics by treating them 
as unchallengeable axioms of conduct. None of 
the founders of the positions that have evolved into 
modern-day GPE realism, liberalism, and Marxism, 
however, adopted anything approaching ultra-deduc- 
tivism as their leitmotif. This was a development most 
closely associated with the work of the English econ- 
omist, Nassau Senior, in the 1820s. He first began to 
write about an abstract persona that evolved into the 
“economic man’ that is today so familiar from rational 
choice theory but would have seriously stood out 
from previous accounts of normal economic behav- 
iour. Senior was also the first to treat this abstract per- 
sona as the basis of economic enquiry, thus creating a 
competitor to the prior concern for understanding the 
individual relative to the concrete historical circum- 
stances of his or her constitution. The emergence of 
neoclassical economics through the Marginalist Rev- 
olution of the 1870s (see Box 2.1) began to popularize 
such a shift, but it was not truly cemented until the 
culmination of the Formalist Revolution some eight 
decades later. 

This brief historical sketch is important because of 
the particular way in which textbook GPE deals with 


matters of intellectual history. That treatment is spar- 
ing at best, attempting to consolidate the modern-day 
positions of realism, liberalism, and Marxism through 
appeal to a limited number of key precursors. The re- 
alist position is typically described as having its roots 
in the work of Friedrich List (1789-1846) and possibly 
Alexander Hamilton (1755-1804), the liberal position 
in Adam Smith (1723-90) and possibly David Ri- 
cardo (1772-1823), and the Maraist position, pethaps 
most obviously, in Karl Marx (1818-83) and possibly 
Vladimir Lenin (1870-1924). Itis very rare to get more 
than a couple of sentences to say what these authors 
were famous for and how thisis reflected in GPE today. 
Buteven thisis not the end of the difficulties. For there 
seems to be—for want of a better expression—some- 
thing of a nineteenth-century overlay placed on their 
work. That is, wherever possible, what is presented as 
the authoritative reading of GPE's intellectual fore- 
bears is how their work had come to be read by the 
time of the Marginalist Revolution of the 1870s. 

Aseries of mutually reinforcing restrictions is there- 
fore apparent. Textbook GPE limits its own start date 
to around 1970 and thus locks the subject field into 
the hyper-rationalist modes of reasoning that were be- 
coming increasingly popular at that time. The broader 
social scientific heritage to which it belongs thus places 
on a pedestal the rationalist foundations laid down in 
neoclassical economics. Whereas 1970 is usually set as 
Year Zero for the history of GPE, then, 1870 serves a 
very similar role for its pre-history. Anything that was 
written in political economy before that time tends to 
be presented as it came to be viewed through a mar- 
ginalist perspective in the 1870s. The textbook GPE 
reading of intellectual history, sparse as it is, there- 
fore lines up directly to support the same rationalist 
themes as if they are the entirety of both the subject 
field's history and pre-history. 

This nineteenth-century overlay is more apparent 
the further back in time we have to go to when the 
original text was written. It is necessary to reiterate 
just how little is included about intellectual history 
within textbook GPE. Still, though, a rather strange 
historiographical trend is visible. Hamilton is often 
made to look how List spoke about him, for instance, 
rather than the analysis concentrating on what he 
said for himself. The Smith that appears is often in 
the guise of where List in particular but also Marx 
thought that he had gone wrong, rather than through 
an analysis of how events of his own time had influ- 
enced his thinking. Ricardo tends to be presented 
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Neoclassical Economics and the 
Marginalist Revolution 


Neoclassical economics focuses almost all fits attention on 
instances in which behaviour can have a rational calculus of costs 
and benefits imposed upon it. The aim sto use this calauss to 
offer an ostensibly detached, objective description of economic 
‘events that matches the standards of scientific rigour by being 
cleansed of the disruptive influence of philosophical debate 
(Schumpeter 1954/2006). The analysts thus supposedly able to 
‘comment on economic affairs from beyond the boundaries of 
histher own particular world-view. Such concerns relegate the 
significance of clear normative position-taking thus providing 
‘economic enquiry with a technical veneer: The methodologist of 
‘economics, john Nevile Keynes. once distinguished between the 
‘science’ and the 'art’ of economics. in order to emphasize that 
‘economists’ attempts to engage in methodologically rigorous 
‘enquiry (the science) must also be set within the context of 
‘explicit acknowledgement that all economic enquiry always 
‘undertaken with specific purposes in mind (the art) (Keynes 
1891/1970). David Colander has recently picked up on this 
distinction to suggest thatthe twentieth-century dominance of 
neoclassical theory has led to the disappearance of the ‘art’ of 
‘economics (Colander 2001). Economic theory always proceeds 
according to preconceived social ends but, in trying to 
‘emphasize the purely technical prerequisites of modern theory, 
this is something that neoclassical economists typically attempt 
to disguise. 

Historically speaking, neoclassical economics tse a complex 
amalgam of different positions that possess a familial, 
resemblance but otherwise have their own theoretical 
‘emphases (see Watson 2005: ch. 2). There are even three 





<stinct starting points for neoclassical theory in the Marginais 
Revolution of the 1870s, 10 be found in the contrasting work of 
‘William Stanley Jevons (1835-82), Cari Menger (1840-1921), 
and Léon Walras (|B34-1910). As these three worked out of 
‘Manchester, Vienna, and Lausanne, respectively there were rival 
English-speaking, German-speaking, and French-speaking 
‘traditions of neoclassical economics right from the start 
However, despite these differences, all three traditions have a 
similar core ina recognized way of thinking all emphasizing what 
they took to be the distinctively economic behavioural 
characteristic of maximizing at the margin. This was economizing 
behaviour in the iteral sense of the word, seeking to make the 
‘most of whatever means were at hand, 


‘The earliest neoclassical economists disagreed, however, on 
\what the individual would attempt to maximize. Jevons 
(1871/1970) contrasted pleasure and pain to say that the 
mapamization of net utility mattered most: Walras (1874/1984) 
‘emphasized the experience of scarcity constraints to suggest 
that the individual would focus on maximizing ‘rareté’; Menger 
(1871/1950) allowed his economic agents to maximize anything 
they put their minds to as long as they did not shirk from the. 
‘mapamizing path. The important point for current purposes, 
though is not what each thought people maximized but the fact 
that they each used the technique of trying to isolate economic 
decisions taken at the margin. This allowed for the identification 
of optimal strategies within the context of equilibrium models, 
as well as for the later insertion of the rationality assumption to 
‘explain how the individual might come to know instinctively 
‘exactly what the optimal strategy is in any set of circumstances, 
“These features of the early neoclassical economists’ work. 
‘remain visible today in most of textbook GPE, albeit they are 
almost never expliitly acknowledged as such, 








through the thoughts of his late nineteenth-century 
political champions and not in his own words. And so 
the list goes on. In general, the views of those who 
came after Senior had activated the ultra-deductivist 
moment in the history of economic thought are im- 
printed on the views of those who came before. The 
idea of a nineteenth-century overlay is not perfect, 
however, because even Marx is in danger of having his 
nineteenth-century work interpreted in textbook GPE 
through what Lenin added to it in the twentieth cen- 
tury, as this is where the ‘G’ is usually thought to have 
originated in Marxist GPE. But still the same pattern 
is evident. This is all about newer work being used as 
the lens through which to speak about older work, 


however much this is to read the history of economic 
thought in reverse chronological order. 

The existence of something approaching a nine- 
teenth-century overlay also helps to explain GPE’s 
puzzling treatment of feminist scholarship within the 
textbooks. For some years now, feminism has been the 
source of many of the most vibrant, important, and 
challenging studies of global economic management. 
Yet it remains largely marginalized from textbook 
GPE, presented as something of a postscript to avoid 
accusations of having omitted it altogether rather than 
being placed centre stage in the discussion. It is often 
parcelled up with other avowedly anti-mainstream 
approaches under the broader label ‘critical GPE’, to 
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be learnt not as an indelible part of the subject field's 
core but only once familiarity with the established 
core of realism, liberalism, and Marxism has first been 
established. Feminist scholarship can thus quickly be 
reduced to something that looks with fresh eyes at the 
world described by realism, liberalism, and Marxism, 
when it would be preferable to engage with it explic- 
itly in its own terms 

Feminist scholarship is adversely affected in this re- 
gard by being a relative newcomer to the GPE scene 
Its origins can be traced to the development of a dis- 
tinctly feminist economics in the 1970s and an equally 
distinctly feminist international relations theory in 
the 1980s. Asa result, both of these foundational ap- 
proaches post-date the initial attempts to lay down the 
textbook assumptions about what GPE is designed 
to deliver knowledge of. The fact that this is where 
the nineteenth-century overlay comes into operation 
leads to the double marginalization of feminist schol- 
arship. There was nothing approaching a nineteenth- 
century tradition of feminist political economy that 
can now be harked back to that can act as the modern 
subject field’s pre-history. 

Yet this does not mean that there were no women 
active in the field of political economy in the nine- 
teenth century. As the final section in this chapter will 
show, there were certainly women writing very au- 
thoritatively about economic matters in that period, al- 
though they generally lacked recognition as being the 
authors of new departures in economic theory even 
when such acknowledgement was due. This influence 
of women writers in political economy has been all 
too readily expunged from more recent accounts of 
its history. Anne Sisson Runyan made the following 
telling point in this regard almost 20 years ago now, 
but it has not received anything like the attention it 
deserves. “The most often told story of [G)PE is about 
men, states, and markets. Even in contemporary re- 
tellings of this story in standard [G)PE textbooks, the 
“making” of [G]PE as a field is routinely traced to ... 
men’ (1997: 79). 

The following sections represent an attempt to 
capture how the nineteenth-century overlay operates 
in textbook GPE. To do so, it makes sense to concen- 
trate in the first instance on the issue that did most 
to divide nineteenth-century economists: namely, the 
free trade policies resulting from the general ascend- 
ancy of laissez-faire ideology: The most celebrated of 
the critics, Friedrich List, is treated much more as a 
dependable authority figure in GPE than he is in the 


history of economic thought. Indeed, in textbook 
GPE, the disputes between realist and liberal positions 
are very often presented initially through an account 
of List's work, despite the pre-history of liberalism 
being much the longer of the two. It is therefore with 
List that I start. 


KEY POINTS 


*+ The presentation of realism, liberalism, and Marxism 
specifically as ideologies is itself evidence of the 
transformation of the original postions from how they were 
first formulated inthe eighteenth and nineteenth centuries 

+ The move towards rational choice theory-inspired 
variants of GPE realism, Hberalism, and Marxism mirrors 
prior changes in economics orthodoxy. 

+ "Textbook GPE’ privileges nineteenth-century 
Understandings of political economy when discussing the 
pre-history of its own field. 

*+ Feminist scholarship continues to be marginalized within 
textbook treatments of GPE, despite its many notable 
successes in recent years. 





GPE realism and the nineteenth- 
century nationalist political 
economy tradition 


‘The fact that scholars even consider it worthwhile to 
teach realism as one possible basis for GPE reveals 
something potentially interesting about the subject 
field's origins. Realism, of course, is a standard the- 
retical approach in IR, but a fair degree of creative 
licence is then required to transpose it into a readily 
recognizable political economy approach. In and of 
itself, realism has no political economy content. The 
aim of realist GPE is simply to explain how one state 
seeks to impose its national interest at the expense 
of other states’ national interests in bargaining situ- 
ations that occur either bilaterally or multilaterally. 
‘This might then be applied, for instance, to bargain- 
ing situations governing international trade, foreign 
direct investment, or cross-border production, 
Yet there is no reason why the question of interstate 
bargains needs to be tackled with any regard what- 
soever for theories of political economy. Rational 
choice approaches to the structure of such bargains 
might mirror rational choice approaches to economic 
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The International Relations Roots of 
GPE Realism 


‘The intellectual lineage of GPE realism can be traced to the 
founding texts of modern IR realism, drawing immediate notice 
tits cistance from a genuine political economy traction. ft 
represents an attempt to synthesize two separate strands of 
‘thought: structural and historical realism Modern structural 
realists tend to follow Hans Mongenthauis lead (1948/60) in 
anthropomorphizing the state and therefore treating state 
behaviour as epiphenomenal of essential human characteristics. 
By making the further assumption that i is human nature to be 
self-serving and to chase gains solely for oneself, combatively 
self-interested actions are consequently inscribed into the very 
logic of state behaviour. In contrast, modem historical realists 
‘work within a tradition that originates with E. H, Carr (1939/46). 
Here, the emphasis is on developing historically contextualized 
‘explanations for how the instinct for combative self-interested 
actions might be balanced in any given instance by the perceived 
‘need for a state to demonstrate to rival states that tis acting 
‘within the bounds of international political norms. The structural 
logic of state behaviour might therefore always be offset by 
historically conditioned concems for turning away from 
‘exercising fullon aggression towards other states. But this in 
itself further assumed to reflect the rational decision to try to 





‘tore up more resources of politcal credibility now for use in 
selfinterested waysin the future, Although the ink is nowhere 
{ily fleshed out by GPE scholars all forms of GPE realism 
‘therefore rely on the methodological changes first enacted in 
‘economics as its orthodoxy evolved in iterative stages from 
‘Nassau Senior through the Marginaist and Formalist Revolutions, 


“The questions on which this style of GPE focuses are by no 
‘means insignificant ones. The state is evidently an important 
actor in shaping its citizens’ experiences and expectations of the 
world economy, and to suggest otherwise solely in the search 
for intellectual space that transcends realist GPE would be 
Unhelpful itis clearly an issue of note for GPE scholars to 
Understand how states position themselves against one another’ 
Jn international economic negotiations: for instance, those that 
are conducted under the auspices of the World Trade 
‘Organization (WTO), the International Monetary 
Fund, and the World Bank. It also helps to focus attention on. 
how states position themselves with respect to the balance of 
politcal forces within their respective soceties so that they can 
decide on the character of their negotiating positions in the first 
place: for instance, whether they seek to forward a business- 
friendly image or emphasize the need to damp down on 
corporate tax avoidance in the interests of pursuing more 
extensive social policy goals, 








decision-making found elsewhere within the subject 
field, but this on its own does not necessarily mean 
that a political economy tradition can be easily in- 
voked in realist GPE (see Box 2.2). The invocations 
that do take place infer a wholly invented tradition, 
whereby contemporary GPE realismis re-described as 
the logical heir of classical nineteenth-century politi- 
cal economy nationalism. This is a standard refrain of 
pretty much all introductory textbooks in the subject 
field. Yet, in its own terms, it is unconvincing. To treat 
the two as synonymous styles of study separated only 
by distance in time systematically distorts the objec- 
tives of classical nineteenth-century political econ- 
‘omy nationalism. 


The political economy foundations 
of nineteenth-century economic 
nationalism 


‘The most famous account of classical nineteenth-cen- 
tury political economy nationalism is Friedrich List's 
National System of Political Economy. For this reason, 


it is perhaps understandable that so many introduc- 
tory GPE textbooks have sought pre-emptive forms 
of analysis in List’s work to act as a link to modern- 
day GPE realism (e.g. Gilpin 1987; Gill and Law 1988; 
Frieden and Lake 1995; O'Brien and Williams 2004). 
However, such a link requires that a disservice be done 
to List by forcing him to talk to a distinctly modern- 
day intellectual agenda on the question of how states 
derive their economic interests. For GPE realists, this 
is simply a matter of devising strategies to enhance 
short-term economic bargaining power, but for List it 
always involved complex trade-offs between empha- 
sizing short- and long-term economic goals. It also 
involved successfully managing the expectations of 
society if the long-term objective of overall national 
economic development was to be prioritized over the 
short-term objective of the immediate enrichment of 
society. Fleshing out the distinctiveness of List's posi- 
tion in this regard, it is more than possible to go di- 
rectly against the introductory GPE texts by depicting 
lassical nineteenth-century political economy nation- 
alism as an anti-realist perspective. 
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List was adamant (1841 /2005a: 18-22; 1841/2005b: 
34-5) that what counted as the national economic in- 
terest changed with respect to the stage of develop- 
ment exhibited by a country. Stated straightforwardly 
like this, there is unlikely to be much here to which 
‘most realists would today object, but first impressions 
might well be misleading. Modern-day realists assume 
that the national economic interest will change over 
time as the country’s level of development changes, 
but that in each individual time period it will cohere in- 
ternally asa singular and unproblematic entity. In List’s 
work, by contrast, ‘the’ national economic interest was 
nothing of the sort. It was in fact a series of compet- 
ing national economic interests played out at a single 
‘moment in historical time but over markedly different 
timeframes as, one after another, political obstacles to 
the next stage of development had to be overcome. 

List’s specific concern (1841 /200Sb: 191-2, 216-18; 
2005c: 44-52) was to show why a newly politically 
unified but still only partially industrialized Germany 
should revoke its commitment to Britain's nineteenth- 
century laissez-faire policy. He insisted that this should 
be the policy of choice, even if ittemporarily restricted 
ordinary Germans’ consumption possibilities by stop- 
ping them from accessing cheap British imports. List is 
often treated as if he were a critic of free trade per se, 
but this was not so. His argument was only that free 
trade was wrong for Germany in the particular histori- 
cal setting in which he was situated (List 1841 /2005a: 
107, 121; List 1841 /2005b: 37-8, 65-6, 87-9). Germany, 
he wrote, should seek a better position to engage in 
free trade alongside Britain once it had developed into 
Britain's industrial equal. Free trade was still the ul- 
timate goal of List’s nationalist political economy, 
then, only just not yet. He first wanted a nationalist 
economic identity to be forged by winning the Ger- 
‘man people over to the idea that their consumption of 
British goods was detrimental to long-term German 
national economic selfdetermination. 

The second big difference between List’s work and 
that of modern-day GPE realists is that he point-blank 
rejected their statist ontology. Instead, in clearly elab- 
orated terms to introduce what is almost certainly the 
most important chapter of his most important book, 
List announced his commitment—both political and 
theoretical—to a nationalist ontology. He wrote that 
(1841 /2005b: 70): ‘Between each individual and entire 
humanity ... stands THE NATION, with its special 
language and literature, with its peculiar origin and 
history, with its special manners and customs, laws 


and institutions’. He even placed the claim in capital 
letters in an attempt to make it impossible to miss (al- 
beit the contents of the GPE textbooks suggest with- 
out lasting success). 

Anew generation of List scholars in GPE has begun 
to highlight this neglect of the nation in its attempts to. 
ask what a nationalist economic ontology would look 
like today from a Listian perspective (e.g. Levi-Faur 
1997; Crane 1998; Helleiner 2005). This work suggests 
that there is no simple one-to-one correspondence 
between List’s nationalist economic ontology and 
the sorts of protectionist policies that he advocated 
for Germany in the specific circumstances it faced in 
the mid-nineteenth century. While List definitely did 
favour the introduction of certain carefully specified 
barriers to trade because he believed such protection 
to be consistent with German national economic in- 
terests at that specific time, the realm of national eco- 
nomic interests is much broader than the single case 
that he described and can therefore lead to many dif- 
ferent types of policies today. Indeed, one of the major 
lessons to emerge recently from this type of work is 
that economically liberal policies can be the prefer- 
ence derived from adopting an economically nation- 
alist ontology (Abdelal 2001). In other words, in an 
attempt to satisfy perceptions of the national interest 
today ‘the nation’ can be incorporated into liberal eco- 
nomic structures just as easily as into any other type 
of policy: The contextual factor of globalization leads 
many GPE scholars to assume that it is actually easier 
to construct liberal policies from a nationalist ontol- 
ogy today than it is the protectionist policies that List 
advocated for Germany in his day. 


The continuing appeal of List’s National 
System 

‘The enduring appeal of List’s work for scholars react- 
ing to the political realities of the neo-liberal era is 
that it is so avowedly anti-market. Hence it becomes 
a ready means of asserting the right to autonomy for 
developing countries seeking political shelter from the 
disruptive influence of international economic norms 
(Veseth 2005: 47). Just as List had argued that the im- 
position of the British policy choice of laissez-faire 
served to frustrate German development aspirations 
in the nineteenth century, so, too, do many people 
today suggest that development space is systemati- 
cally squeezed by the neo-liberal agenda of global gov- 
ernance institutions (see Phillips, Chapter 13 in this 
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volume). List’s National System appears to be a valu- 
able resource to appropriate in this respect, because 
introductory GPE textbooks draw a smooth line of 
descent from Adam Smith’s Wealth of Nations to con- 
temporary neo-liberalism, while List was a wholly 
uncompromising critic of Smithian liberalism. Once 
again, though, all is not whatit first seems. 

List’s attack on Smith was deliberately provocative, 
but it did not necessarily represent Smith's work faitly 
List opened up space for his crusade against Smithian 
liberalism by deliberately caricaturing Smith's eco- 
nomics and turning his often ambivalent comments on 
the exposure of everyday life to market dynamics into 
undiluted and largely unthinking support for laissez 
faire. Historians of economic thought are generally 
unimpressed when later theorists put words into earlier 
theorists’ mouths, and this is why they tend not to rate 
List’s work anywhere near as highly as GPE scholars 
do, The phrase ‘laissez-faire’, for instance, was not one 
that Smith used in his own work; moreover, at repeated 
points throughout The Wealth of Nations he presented 
his preferred policy solutions in terms that depart rou- 
tinely from such assumptions (Viner 1928/89: 141). 
Indeed, Smithian liberalism often contained clear anti- 
liberal arguments, perhaps most famously including 
praise of the palpably protectionist Navigation Acts 
for their far-sighted positive impacts on the wealth of 
the British nation (Smith 1776/1981: IVii.30). List ig- 
nored all such arguments, though, in his attempts to 
create clear-blue water for his own version of nation- 
alist political economy. He therefore turned his back 
on textual accuracy in the search for more convenient 
depictions of his number one adversary, consistently 
attributing laissez-faire inclinations to Smith's work. 

‘One issue on which List appears to fit his Smith 
caricature rather better than Smith does is the colo- 
nial question. Much of the interest in List today results 
from attempts to find feasible policy space beyond the 
unapologetic pro-market activism he attributed to 
‘Smith (e.g. Palan, Abbott, and Deans 1999: 80; Balaam 
and Veseth 2008: 34). List's National System is appealed 
to as an example of how things might be different 
today, and how developing countries might gain free- 
dom from the policy scriptpresented by global govern- 
ance institutions through the strategic ‘disinvention’ 
of laissez-faire. He was particularly critical of German 
politicians who had tied the country’s economy to the 
free trade rules established by Britain, urging them 
to renege on their international commitments and to. 
follow their own course instead (Payne and Phillips 





2010). The existing policy allowed German consumers 
to benefit from cheap British goods, but List believed 
thar the British were the main beneficiaries by using 
‘market relationships to dump their country’s produc- 
tion surplus in Germany. He argued that this made 
his own country nothing more than a trade captive of 
the leading industrial power (List 1841 /2005c: 44-52) 
In effect, he said, Germany had become an economic 
colony of Britain (List 1841 /200Sb: 188-92; 216-17) 

‘The parallels today are usually drawn with the 
WTO. The WTO has replaced Victorian Britain as 
the author of international commitments governing 
the flow of traded products, but the contents of the 
commitments remain the same. Both focus on rolling 
back the impediments to free trade. Equally, from a 
Listian perspective, both are inattentive to the process 
through which the advanced industrialized countries 
came to prominence in the sphere of international 
trade by deliberately restricting their initial expo- 
sure to world markets. List argued that, in his day, 
free trade was the policy of the strong, but that such 
strength had initially been built behind a structure of 
productive protection. He accused Britain of having 
“kick{ed] away the ladder by which [it] has climbed up, 
in order to deprive others of the means of climbing 
up after [it]. Other countries were thus disqualified 
from copying its first-mover advantage when engaged 
upon their own development (List 1841/2005c: 46). 
Advanced industrialized countries are accused today 
of using the WTO to enforce similar double standards 
by not allowing developing countries to protect their 
domestic industries until the time that they are able to 
join the free trade regime on equal terms. List’s evoca- 
tive phrase of ‘kicking away the ladder’ continues to 
be used to describe such effects (Chang 2003). 

It would be somewhat one-sided, however, to try to 
depict List unequivocally as a friend of the developing 
world through his ostensibly anti-market rhetoric. It 
is certainly true that he objected vehemently to what 
he saw as deliberate British attempts to keep Germany 
underdeveloped and hence to treat it as some sort of 
imperial subordinate. Yet this merely reflected his fer- 
vent wish that, sometime in the not-too-distant future, 
Germany might be able to act on the world stage as 
Britain’s equal (Shafaeddin 2005: 43). List still believed 
that there was a natural hierarchy of states, and his de- 
sire was purely to see Germany take its rightful place 
in that hierarchy. Given the time at which he was writ- 
ing, this meant participating aggressively alongside 
other European powers in the struggle for overseas 
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territorial acquisitions (List 1841/200Sc: 71, 110). Part 
of the process of becoming Britain's equal was there- 
fore to rival the scale and the significance of its empire. 
There is nothing in the National System that stands as. 
a critique of imperial pretensions and the associated 
making of global markets. The colonial instinct is fine, 
List seems to have been saying, as long as Germany is 
the colonizer and not the colonized, the promoter and 
not the recipient of a selfinterested laissez-faire (Har- 
len 1999: 739). Smith's Wealth of Nations, by contrast, is 
crammed full of criticisms of European colonial policy. 
Textbook GPE, however, is also dominated by ac- 
counts of Smith's work that very much mirror List’s 
in focus. On many points, it is true, Smith was a highly 
sympathetic criticof market processesin general, if not 
in terms of their extension in the colonial question. Yet 
he remained a critic, nonetheless, because of the way 
in which market processes turned a person's intrinsic 
worth into a monetary price (Force 2003). He under- 
stood this outcome to be a regrettably dehumanizing 
effect of the market economy and a clear impediment 
to the sustenance of functioning social organisms. The 
introductory texts through which GPE is taught have 
typically missed the fact that Smith was not the gung- 
ho advocate of the marketization of everything that 
he was made to appear in List’s characterization of the 
Wealth of Nations (1841 /200Sb: 70). Smith explicitly de- 
nounced the utility theories of human nature through 
which the market frame was imposed on everyday life 
(Griswold 1999). Instead, the whole of his economic 
theory begins from the premise of how first to con- 
struct and then reproduce a functioning society. 


KEY POINTS 


‘+ Avery straightforward conception of state power Fes 
at the heart of the explanatory frameworks of all realist 
approaches to the study of international economic affairs. 

+ Despite the tendency to regard them as smonymous the 
statist ontology of realist GPE bears no resemblance to 
Lists nationalist ontology as outined in his classic work, 
Notional System of Political Economy. 

+ Lists arguments adda level of complexity to the concept 
Of national economic interest not apparent in realst GPE, 
but the distinctiveness he claimed for his own conception 
results in large part from deliberately caricaturing the 
work of his liberal predecessors on the same question. 
System, and Smiths Wealth of Nationss far more complicated 
‘than the standard textbook GPE account allows. 











GPE liberalism and the nineteenth- 
century appropriation of the 
Smithian political economy tradition 


The integrity of Smith's original writing might well 
have suffered at the hands of List’s exaggerated style 
of criticism, but neither was Smith entirely innocent 
of having done much the same to a previous gen- 
eration of political economy writers. He created the 
space for his alternative to the dominant economic 
ideas of the day—an alternative he described as exem- 
plifying a system of natural liberty rather than being 
liberal per se (Fitzgibbons 1995)—by reducing the 
complexities of other people's texts to a straightfor- 
ward anti-liberal dogma (Rashid 1998). In an attempt 
to differentiate his National System from The Wealth 
of Nations, List heaped praise on seventeenth- and 
eighteenth-century writers of the British Mercantilist 
School for their advocacy of the system of tariffs and 
trade restrictions that supported their country’s de- 
velopmental aspirations (e.g. List 1841 /2005a: 69-70; 
1841/2005b: 87-9). It is more than a little ironic, then, 
that no such self-conscious and self-organizing school 
existed in economic thought until Smith defined it in 
that way to suit his own ends as a critic. Nobody at the 
time could have purposely belonged to a school that 
had to wait until some decades later to be defined into 
existence in a post-hoc and wholly self-serving fashion 
using fairly crude pigeonholing devices. The historical 
roots of GPE liberalism therefore do not necessarily 
have the most illustrious or pristine of origins. 
Moreover, there is an important element of the spe- 
cialist Smith studies literature that questions whether 
it is reasonable to view him as a liberal at all (Hender- 
son 2006). Certainly his work contains many of the 
philosophical features of that which came to delineate 
the embryonic liberal tradition in the following cen- 
tury. His concern was with specifying the conditions 
of existence under which people can recognize them- 
selves as autonomous individuals within a broader 
social structure. Yet the work that came to set the 
tone for what became known as liberalism took the 
European Enlightenment starting point of ‘reason’ to 
be the source of such autonomy. Smith, by contrast, 
followed in the Scottish Enlightenment footsteps 
of his teacher, Francis Hutcheson, by emphasizing 
‘sentimentality’ instead (McLean 2006: 46-8). People 
learned appropriate expressions of sociability from 
this perspective not by being able to rationalize the 
best possible response to prevailing circumstances but 
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through imaginative acts enabling them to experience 
vicariously the types of feeling currently affecting fel- 
low members of society. This is a process that Smith 
(1759/1982: 1.2) called ‘sympathy’, and it is only 
through successful sympathetic enactments that peo- 
ple become aware not only of their autonomous sta- 
tus within society but also of the need to actin socially 
acceptable ways so as to preserve that status. 

These elements of Smith’s work are almost entirely 
disregarded in GPE’s introductory textbooks. It might 
be possible to find single sentences that say in addi- 
tion to The Wealth of Nations he was also the author 
of The Theory of Moral Sentiments, but that tends to be 
about as far as it goes. The Smith that overwhelmingly 
is presented to GPE students is that of The Wealth of 
Nations and, moreover, itis usual for this Smith to be 
reduced to a single observation from that most het- 
erogeneous of texts. The renowned Smith scholar, 
Jacob Viner (1928/89: 126), has argued that a person 
musthold some pretty unusual economic ideas if they 
cannot read some pre-emption of their own theories 
back into The Wealth of Nations, such is its breadth of 
historical, theoretical, and philosophical coverage. 
However, the GPE textbooks tend to pick out just 
‘one comment to represent the supposedly authentic 
‘Smith, when in the middle of a much longer passage 
about the significance of choosing the right language 
if socially acceptable economic relations were to be 
reproduced he wrote the following: ‘Itis not from the 
benevolence of the butcher, the brewer, or the baker, 
that we expect our dinner, but from their regard to 
their own interest’ (Smith 1776/1981: Lii.2). This has 
typically been accepted in GPE—albeit incorrectly 
according to specialist Smith studies scholars—as evi- 
dence of his pre-emptive endorsement of the modern 
liberal justification of economic selfinterest. His dis- 
missal of mercantilist credos is also read in this light, as. 
a reaction against the infringements upon individual 
economic self-determination, but in truth it was much 
more complicated than that. 





To start at the beginning, though, Smith did devote 
a significant proportion of the 950 pages of The 
Wealth of Nations to refuting the core propositions 
of mercantilism. In particular, he sought credible 
counter-arguments founded on philosophical princi- 
ples of natural liberty to two books: Thomas Mun’s 
(1571-1641) England’s Treasure by Forraign Trade and 


Bernard Mandeville's (1670-1733) Fable of the Bees. 
‘Mun’s (1664/1928) treatise, published posthumously 
by his son, was a celebration of England's eminent 
position in seventeenth-century international trade 
relations, which he attributed to a strong state capa- 
ble of structuring the country’s commercial activities 
so as to produce continual trade surpluses. Imports 
were discouraged by the use of tariffs, quotas, and 
subsidies. However, the English used their state stra- 
tegically—through military means if necessary—to 
ensure that similarly restrictive practices were not im- 
posed against their goods. The result was a net inflow 
of precious metals as other countries serviced their 
trade deficits with England. For many of the people 
who Smith lumped together as a single Mercantilist 
School, the hoarding of precious metals made possi- 
ble by trade surpluses was the measure of the nation’s 
wealth, rather than this being represented by the over- 
all productive capacity of the economy as a whole, 

Mandeville (1714/1997) extended Mun's analysis to 
argue that the state should ensure that its citizens did 
not follow its lead by attempting to hoard their wealth, 
He suggested that individual saving might well be seen 
as a private virtue, but that it was in fact a public vice. 
‘The impetus for export activity could only be main- 
tained under the full utilization of domestic produc- 
tive potential, and this, in turn, required the state to 
be on its guard against domestic under-consumption, 
Every effort should thus be made to encourage spend- 
ing rather than saving, with the state acting coercively 
if necessary. Mandeville’s best-remembered text is 
most famous for its celebration of a host of individu- 
alistic and often antisocial character traits (Hundert 
1994). He positively eulogized selfish behaviour aimed 
at rather tawdry acts of personal display, because he 
treated these as the lifeblood of the consumption 
mentalities that kept the growth rate of the economy 
high (Goldsmith 1990). 

Even though Smith presented his attack on mercan- 
tilism in terms of economics, it is not in fact an eco- 
nomic critique that is most prominent in this part of 
his work. Instead, it is a combination of political and 
moral critiques that most notably stands out. Starting 
with Smith’s critique of Mun, the important histori- 
cal fact to keep in mind here is that Mun was simul- 
taneously a member of the Standing Commission on 
‘Trade established in Britain in 1622 and a member of 
the committee of the British East India Company. 
‘Smith’s political critique of mercantilism focused on 
the obvious conflict of interests contained in situations 
such as this. He is often wrongly judged to have been 
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against the whole process of modern government as 
an unnecessary distraction to the otherwise natural 
workings of the market economy: textbook GPE, for 
instance, often talks of little else. Yet Smith repeatedly 
used his own work to highlight the indispensability of 
government to how markets form, as well as to how 
they are reproduced in everyday economic life through 
outlawing certain market bound behaviours because 
of their antisocial consequences (Fleischacker 2005). It 
was not government per se that drew Smith’s ire, so 
muchas clear corruption of the process of government 
when it was captured by particular vested interests. 
Mun's treatise, he thought, reduced to a straightfor- 
wardly selfinterested account of what would be good 
for his own company (see Box 2.3). 

Smith’s moral critique of mercantilism was also 
a critique of selfinterested behaviour, but this time 
centred on what he saw as the unfortunate, even dis- 
reputable, activities being advocated by Mandeville. 


In order to make his displeasure absolutely clear he 
described Mandeville as the purveyor of a ‘licentions 
system’ of philosophy, one that was ‘wholly perni- 
cious’ (Smith 1759/1982: VILii.4.6). At the time of 
writing his Theory of Moral Sentiments, Smith found 
himself caught between two very different accounts 
of the moral basis of the newly emergent commercial 
society and its attendant market economy. On the one 
side, there was Mandeville, armed with a completely 
instrumental defence of commercial and market- 
based ethics. In Smith's reading, Mandeville paid no 
attention at all to respectable manners, validating all 
sorts of antisocial behaviour as long as it helped to ad- 
vance economic interests and caused the economy to 
grow. Gratuitous displays of personal wealth invited 
no moral condemnation, even if they were paraded 
in the context of other people's poverty, because it 
meant that more money was circulating within the 
economy. Obsequiousness to the rich, praising and 


Smith on the British East India 
Company 


‘The British East India Company was granted an English Royal 
‘Charter in 1600 to act on behalf of the sovereign in meeting the 
‘country's commercial objectives as laid down by the goverment 
(Robins 2006), However, it operated at a significant distance 
{from the oversight that the government could apply to it. The 
British East India Companys sphere of activities was nearly two 
years’ round-trip away from home. This provided it with a large 
degree of autonomy, which it used to seize for itself monopoly 
Tights in the territories in which it was active. It generally treated. 
those territories as colonial possessions ripe for asset- and 
resource-stripping It imposed a form of martial law for this 
purpose, denying local people their social and economic rightsin 
the interests of repatrating balance-of-trade surpluses to 
England. Smith made his feelings on this issue plain (1776/1981: 
Mvib44) by writing that to prohibit a peaple from making all 
‘that they can of every part of their own produce. or from 
‘employing their stock and industry in the way that they judge 
‘most advantageous to themselves, isa manifest violation of the 
‘most sacred rights of mankind: Always an opponent of 
colonization, Smith found the British East India Companys 
Perhaps feeling himself unable to take on directly the 
‘Company’s supporters and paid employees in government, 
‘Smith set his sights instead on the economic means that the 





British East India Company used to generate balance-of'trade 
surpluses. He endeavoured to cast ‘odious imputation’ upon the 
specific stem of government in operation in England during 
the British East India Company's ascendance. Attacking the 
‘commercial restraints that were used to profit the Company at 
the expense of building the economic capabilites of the 
acquired territories became his chosen means of attacking the 
power that the Company had appropriated at everyone else's 
‘expense (Smith 1776/1981: IVvitc107), In one conceptual 
‘move, Smith was able to show that the political conflicts of 
interest sustaining the monopoly positions of exclusive 
stockholding corporations was bad both for the countries that 
\were being colonized and for the ordinary citizens of the 
colonizing countries. He wrote that: 


‘Since the establishment of the English East India company ... the 
‘other inhabitants of England, over and above being excluded 
from the trade, must have paid in the price ofthe East India 
goods which they have consumed, not only forall the 
‘extraordinary profits which the company may have made upon 
those goods in consequence of their monopoly, but forall the 
‘extraordinary waste which the fraud and abuse, inseparable 
from the management of the affairs of so great a company, must 
necessarily have occasioned. 

(Gerth 1776/1981:Mvie91) 


He railed against the ‘absurdity of continuing to tolerate such a 
Stuation (Smith 1776/1981: Mie 91). 
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then aspiring to emulate their consumption for noth- 
ing other than its own sake, was also considered fine, 
because this, too, triggered new economic activity. To 
Mandeville, the creation of a civilized market order 
‘was not the priority; the creation of a dynamic market 
economy was, and he was able to rationalize whatever 
behavioural traits underpinned it. Smith disagreed. In 
his view, a dynamic market economy was not a rea- 
sonable objective if it could only be bought at the cost 
of fundamentally antisocial behaviour. 

However, Smith did not disagree with Mandev- 
ille to such an extent that he allied himself with the 
chief proponent of the other side of the debate, Jean- 
Jacques Rousseau. In his Discourse on Inequality, Rous- 
seau implied that human life was increasingly not 
worth living if economic expediency was to be raised 
above respectable public ethics (Rousseau 1755/2003). 
He was a strong supporter of the republican propo- 
sition that the virtue of the individual overshadows 
all other considerations, going as far as to regret the 
entire move into the commercial stage of society, be- 
cause for him this was associated with the unavoidable 
corruption of the individual as a moral entity (Hérn- 
qvist 2000). The very possibility of luxury consump- 
tion within such a society, he said, was sufficient to 
turn everyone away from the path of virtue and to 
glorify instead in the possession of commodities for its 
‘own sake. He depicted a future of socially obstructive 
individuals permanently on the lookout for the com- 
mendation of their fellows purely for the riches they 
could display. His conclusion was that life surrounded 
by commerce and markets necessarily forced people 
to lose their virtue. 


Smith on self-command 


‘The longer-term historical roots of liberal GPE date to 
‘Smith’s attempts to construct a middle way between 
the ethics-free zone of Mandeville’s economics and 
the economic restrictions of Rousseau’s ethics. How- 
ever, the ethical basis of Smith's thought has been al- 
most completely written out of the GPE account of 
liberalism. As Stephen Rosow (1997) has argued very 
persuasively, this is as narrow an understanding of 
liberalism as there has been in that approach’s whole 
history. When GPE scholars talk about liberalism, itis 
almost always as a set of economic principles, rather 
than Smith's wider-ranging system of natural liberty. 
It is true that he sided with Mandeville against Rous- 
seau on the latter's insistence that progress into the 


commercial stage of society was necessarily at odds 
with human happiness. Yet he shared many of Rous- 
seau's concerns about the corrupting influence of 
luxury consumption and the need, contra Mandeville, 
to restate the value of virtue in the face of that cor- 
ruption. He thus set out to construct a philosophical 
account of moral activity that would be specifically 
suited to the commercial stage of society. It is an ac- 
count oriented to the articulation of what McCloskey 
(2006) calls the ‘bourgeois virtues’. 

‘The enactment of bourgeois virtues entails learning 
how to exhibit a politeness of manners, deliberately 
reining in the urge for self-display in anything other 
than the most restrained way. Smith called this learn- 
ing the virtue of selfcommand (Smith 1759/1982: 
VLiii.11). Tutoring oneself to selfcommand means 
being able to understand the effects of other people's 
hardship and to respond accordingly to one’s suc- 
cess with only muted celebrations. Moderation of 
emotions all round is the order of the day in such a 
world (Smith 1759/1982: Lit.intro.2). This eliminates 
ata stroke the gratuitous parade of possessions so be- 
loved of Mandeville’s consumers, as well as the obse- 
quiousness to the rich that encourages the parade of 
possessions in the first place. Throughout The Theory 
of Moral Sentiments, Smith suggested that, whether or 
not society functions successfully under the influence 
of market-based institutions depends on whether or 
not selfcommand is enacted successfully among the 
population asa whole. 

Smith therefore praised deliberate acts of impartial- 
ity and insisted that all individuals should experience 
dutiful sensations to act conscionably with respect to 
other members of society. The purpose of govern- 
ment when understood from this perspective is to 
design social institutions to ensure that people live 
within the bounds of acceptable behaviour (Raphael 
and Macfie 1982). Conspicuous self.interest that List, 
among others, later attributed to Smith must there- 
fore be contrasted with Smith’s concerns that mar- 
ket-based institutions were only legitimate if they 
encouraged people to act impartially. Yet this is pre- 
cisely the sort of juxtaposition between what Smith 
‘was deemed to have said and what he did say that most 
GPE scholars and, to my knowledge, all introductory 
GPE textbooks tend to overlook in preference for pop- 
ulist readings of his work (e.g. Underhill 1994; Grieco 
and Ikenberry 2003; Brawley 2005; Oatley 2006). In 
particular, they emphasize much more recent politi- 
cal arguments about the ‘invisible hand’. In doing so, 
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Smith is turned into a simple apologist for all things 
market-based. 

Maybe the reason why this elision is made so often 
nowadays is that the invisible hand reading fits neatly 
with the main claims of rational choice theory and 
with the distinctively nineteenth-century history of 
economic thought that has been handed down from 
the Marginalist Revolution. If people are to act as in- 
stinctive utility maximizers they must have a context 
in which such instincts might be realized and also a 
mechanism to trigger them. Somewhat fortuitously, 
perhaps, abstract accounts of ‘the market’ associated 
with modern-day GPE liberalism provide both the 
context and the mechanism. If the behavioural envi- 
ronment is shaped solely by a disembodied market 
logic, then there can be no non-economic impedi- 
‘ments to the activation of even the most extreme vari- 
ants of Homo economicus. Moreover, that same logic 
also guides the individual to the equilibrium position 
associated with utility maximization. The unfortunate 
point, though, when trying to superimpose this purely 
modern-day reading back onto Smith is that he was 
as opposed to using the economic concept of equilib- 
rium as he was to the philosophical proposition that 
people are governed by innate utility considerations. 


KEY POINTS 


+ Smith was guilty of artificially homogenizing existing 
‘writings in the mercantiist tradition to open up the space 
for his alternative system of natural iberty. 

+ The textbook GPE account of The Wealth of Nations often 
ignores completely all of his philosophical reflections. 

‘+ Associating Smith’ insights solely with the populist 
rendition of the invisible hand concept is a complete red 
herring as far as specialist Smith scholarship is concerned. 

+ Smith believed that individuals are duty-bound to act 
impartially via sef-command. 





GPE Marxism and the nineteenth- 
century Marxian political economy 
tradition 

The historical roots of Marxist GPE are much more 


frequently discussed within the subject field asa whole 
than are the historical roots of either nationalist or 


liberal GPE. Global political economists in general ap- 
pear to be more comfortable constructing positions 
that are recognizably part of a lineage that appeals in 
some way to Marx than they are doing likewise for ei- 
ther List or Smith. Nonetheless, an important division. 
is still visible on the question of ‘which’ Marx to hark 
back to. 

Some contributions in Marxist GPE are rooted in 
a normative Marx, who makes the avowedly politi- 
cal case for a new type of society. The lineage here 
is usually to The Communist Manifesto (Marx and En- 
gels 1848/1948). Others, however, are rooted in an 
analytical Marx, who makes the intellectual case for 
breaking with the liberal traditions of post-Smithian 
classical economics. The lineage here is usually to 
the Grundrisse (Marx 1973) or to Kapital (Marx 1930). 
Despite this difference, all are united in their refusal 
to take the social basis of capitalism for granted. 
They ask searching questions about the likely ef- 
fects of the capitalist system on those who have to 
live within it and, in particular, why they should be 
expected to consent to its reproduction. This is to 
be contrasted with what Marx called the ‘bourgeois 
economics’ of Smith and the other classical econo- 
mists, who he said were only interested in how the 
capitalist system might be organized to grow more 
effectively. 

As has already been shown, though, this is not re- 
ally to take Smith's texts at face value, and once again 
we encounter a selective nineteenth-century reread- 
ing of eighteenth-century scholarship as a means of 
activating a new political economy tradition. Had 
he genuinely been interested solely in the capitalist 
accumulation imperative, Smith would have had no 
need to articulate his views quite so clearly in opposi- 
tion to those of Mandeville. Marx was consequently 
partly right in his overall objection to Smith's work— 
Smith certainly exhibited no desire to leave behind 
the commercial stage of society in its entirety, only 
to civilize it—but not wholly so. The language Marx 
used to describe Smith’s alleged shortcomings is also 
noteworthy. His brusqueness was of the sort that is 
driven by exasperation that potentially important 
insights on the human condition of capitalism were 
not pushed to their logical political conclusion. Marx 
did, after all, borrow many of his starting proposi- 
tions directly from Smith. Understanding the histori- 
cal roots of Marxist GPE accordingly requires at least 
some appreciation of the relationship between the 
two men’s work. 
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The foundations of Marx’s political 
economy 


‘The whole of Marx's political economy is grounded in 
the opening premise that the capitalist system can only 
bea dynamic entity when the needs of that system are 
forcibly prioritized over the rights of individuals to live 
as autonomous human beings (Marx 1973). The re- 
production of the capitalist system overrides that au- 
tonomy by turning individuals into a functional part 
of the system, People might believe that they work to 
satisfy basic existential needs, that they work to be able 
to finance leisure time, or that they work to provide 
themselves with the material possessions they associ- 
ate with a life of comfort. Yet, for Marx, this in itself is 
an element of false consciousness: an inability to see 
things for what they really are and to form interests ac- 
cordingly. Within a capitalist system, he said, people in 
fact work solely in order to preserve the smooth run- 
ning of the system itself through preserving the mo- 
mentum towards capital accumulation. In effect, no 
individual is more than a tiny cog in a huge economic 
machine, and it is the well-being of the machine that 
takes precedence over the defence of truly human 
existence. In Marx's view, the incorporation of the 
individual as a commodified input into the capitalist 


system necessarily has dehumanizing effects (Marx 
1930) (see Box 2.4). 

Given this, it is easy to see why Marx thought that 
the act of labour was so important to life ina capitalist 
society. The subjugation of the needs of the individual 
to the reproduction of the capitalist system in effect 
reduces the essence of human life to mere labour- 
ing activities (Wolff 2002: 27). Even then, Marx was 
eager to show that labourers do not receive full rec- 
ompense for the value of their labouring activities, He 
drew a politically charged distinction between labour 
and labour power, arguing that the average capital- 
{st will always seek to reduce wages as far as possible 
and preferably to the point at which they become the 
equivalent of labour power, even though it is labour 
that is physically expended in the production process. 
Labour power represents the costs of sustaining the 
workers who have been incorporated into the capital- 
ist system. Yet it is labour that adds value to the com- 
modities being produced, and thereby it is labour that 
creates the potential for the capitalist to take profits 
out of the system. The more that capitalists are able 
to enforce a structural difference between labour and 
labour power, the more they will be able to reward 
themselves with handsome profits. Marx described 


Smith and Marx on Alienation 


‘Smith used The Wealth of Nations to outfine his mode! ofthe 
‘commercial economy. He placed the concept of division of 
labour centre stage, showing that the growth of the economy 
and the consequent enrichment of the nation both depend on, 
the degree to which work tahes place within specialized units. 
‘The depth of the institutionalzation of the market follows 
‘dosely the incorporation of workers into evermore finely 
detailed patterns of specialization (Smith (76/1981: in|). This 
‘was socially beneficial, according to Smith, because it was here 
‘that the potential was concentrated for lifting people out of 
poverty. However it was by no means an unequivocal social 
‘good, because there were palpable psychological costs involved 
\when forcing the division of labour onto people through the 
‘move towards routinized factory work. Smith (1776/1981: 
\Vif5!) was even prepared to describe the ensuing state of 
mind as a ‘drowsy stupidity: 

(On this most fundamental of assumptions about everyday 
‘experiences under capitalism there is thus very litle to choose 
between Marx and Smith. Marx developed from first principles 





‘a thoroughly thought-through and: robust nation of 
alienation to replace Smith’ (1776/1981: Vif 60) simple 
‘observation about ‘mental mutation, deformity and 
\wretchedness. but it would be difficult to dernonstrate that they 
\were doing anything other than talking about the same essential 
process. The only real dfference—major though it is—relates to 
‘what they then inferred. Smith offered state-financed education 
asa paliative to the psychological drudgery of repeating the 
same basic work tasks day in, day out: the dehumanizing effects 
of workers’ incorporation into a division of labour were to be 
balanced by publicly funded mental stimulation outside of work 
hours For Marx, this was Smith at his most bourgeois. The 
education palliative was merely a means of imposing false 
consciousness, he said and it was therefore part of the problem 
‘through which workers failed to see that the interests of the 
capitalist system did not coincide with their own interests. 
Individuals are socialized into the necessity of production before: 


‘occasioned by mental stimulation is discouraged for fear that it 
-will corrupt the standartization of commodities, 
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this as the logic of surplus value extraction, and he 
believed it to be a fundamental logic inscribed into 
the very essence of the capitalist system. To ensure 
the dynamism that guarantees its survival asa system, 
employers under capitalism must require employees 
to add more economic value in production than they 
are compensated for in terms of wages. This can be ex- 
plained using the labour theory of value, which links 
the effort expended in the production process to the 
‘monetary rewards taken from it. It therefore provides 
important insights into who gets their fair share and 
who does not 

Perhaps unusually, the labour theory of value did 
not attain its purest form in its original articulation. It 
began life with a number of qualifications introduced 
by Smith, had further qualifications added by Ricardo 
(1821/2002), and was only latterly stripped back to its 
bare essentials by Marx. Smith began by saying that it 
‘was not only the physical labour provided by workers 
that gave products their underlying value. He believed 
that entrepreneurial labour could also legitimately be 
reflected in the price of a commodity (this is a feature 
of his concept of ‘natural prices’). Following from this, 
Ricardo argued that the organizational labour pro- 
vided by the firm was also part of the value inscribed 
upon a product (this is a feature of his defence of 
profits). The most famous articulation of the labour 
theory of value, though, came from Marx. He built on 
the work of the so-called Ricardian Socialists of the 
1820s~40s. They had forwarded a radical interpreta- 
tion of the dynamics of price formation by arguing 
that the integrity of the labour theory of value rested 
on it meaning exactly what it said in its title. In other 
words, the intrinsic value of a commodity should be 
seen as having been determined by the inputs workers 
provide for the production process via their physical 
labour and by nothing else. 

The political implications of such a view were 
clear: the social structure of ownership should be fun- 
damentally reorganized to prevent anyone else ben- 
efiting from the efforts of workers in the production 
process. Ronald Meek (1974) suggests that this argu- 
ment led directly to the development of neoclassical 
economics. The break that marginalist scholarship en- 
acted from the labour theory of value meant that the 
ruling elite felt less politically threatened (De Vroey 
1975). Marx, though, took the opposite path, fully 
embracing the radical implications of the work of 
the Ricardian Socialists. He treated social deference to 
organizational and entrepreneurial labour as further 


examples of the phenomenon of false consciousness. 
‘The returns that capitalists took from the economy 
were rewards for their privileged social position, he 
said, and not rewards for effort per se. 

‘The fact that surplus value extraction continued 
to be tolerated proved to Marx that capitalism could 
only operate via a logic of exploitation. The contrac- 
tual basis of the wage labour nexus defends a situation 
in which workers remain unpaid for part of the work 
they are obliged to do. A procedural injustice is clearly 
perpetrated in this instance and, given that this experi- 
ence is fundamental to the reproduction of capitalism 
as a functioning system, for Marx, capitalism could 
never be just. Indeed, from his perspective, the whole 
essence of capitalism is that it forcibly submits the vast 
majority of any given society—via the process of false 
consciousness—to implicit consent to the injustices 
that are committed against them. This is the point of 
departure for the normative Marx to build upon the 
insights of the analytical Marx in order to advocate the 
‘move to a brand new society capable of transcending 
the logic of exploitation on which capitalism depends. 
‘The organizational basis for prosecuting such a move 
arises from the fact that exploitation and injustice are 
not solitary experiences under capitalism. Rather, they 
are shared to a greater or lesser degree by everyone 
who has to work to finance their own subsistence. 
Marx thus depicted society as riven into two classes 
relating to their respective positions in the produc- 
tion process. On the one hand, there are the capital- 
{sts—the bourgeoisie—who benefit from the surplus 
value extraction that permeates right to the heart of 
the capitalist system. On the other hand, there are the 
workers—the proletariat—who bear the indignity of 
having surplus value forcibly extracted from them. 

Interestingly, there is very little by way of outright 
condemnation of the activities of individual business 
leaders in either the Grundrisse or Kapital. Certainly 
there is no evidence of the sustained hostility against 
the monopolizing spirit to be found in The Wealth of 
Nations, where Smith took every opportunity he could 
to decry business activities which led to ‘a conspiracy 
against the publick’ (Smith 1776/1981: Lx.c.ii27). 
Whereas Smith took the concentration of capital 
through monopoly as a sign of diminished social pro- 
priety in the actions of business leaders, Marx treated 
it as the manifestation of a simple system require- 
ment. One capitalist was necessarily in competition 
with all others, and if this meant forcing the destruc- 
tion of rival capitals in a bid for survival then so be 
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it: “Accumulate, accumulate! That is Moses and the 
prophets!” (Marx 1867/1996: 309). This was a system 
imperative, according to Marx, not the slapdash enact- 
ment of antisocial behaviour (Catephores 1989: 32). 
He focused his analysis at the level of the system im- 
perative to such an extent that there was no need for 
him to comment on the rationality—flawed or oth- 
erwise—of any individual within the system. It was 
therefore always going to be something of a stretch 
to make his original insights compatible with the no- 
tion of a Marxist ideology of GPE suited to the age of 
rational choice theory. 


Modern ‘structuralist’ extensions 
of Marx’s political economy 


Proponents of Marxist GPE have typically stayed loyal 
to the outlines of Marx's original analytical formula- 
tionsin the 150 + years since they were initially devised. 
They generally seek to uncover exploitative dynam- 
ics in modern processes of international production, 
and they present such dynamics as infringements of 
global justice enacted through new geographical pat- 
terns of surplus value extraction. Thus, one particu- 
larly prominent line of research involves attempts to 
investigate the way in which large companies with 
multinational operating facilities today make profits 
for themselves and their shareholders through glo- 
balizing their production in the search for maximum 
monetary gain. Such research focuses in particular on 
the potential for labour power to command different 
prices in different countries, as well as on how this cre- 
ates opportunities for multinational corporations to 
enforce ever-greater discrepancies between the labour 
they command and the labour power they are obliged 
to recompense. The policy-making apparatus of the 
state might always be called upon to defend workers’ 
rights and to meliorate the tendency towards prole- 
tarian exploitation. Yet Marxist GPE scholars have 
pointed increasingly to the development of a trans- 
national capitalist class as a by-product of the con- 
temporary trend towards globalization (see e.g. van 
der Pijl 1998; Sklair 2001). Members of a transnational 
capitalist class have allegiance to no state and are 
therefore able increasingly to escape the impact of reg- 
ulatory policies introduced by state managers in the 
interests of workers’ rights. If this is true, then the fun- 
damental antagonism between bourgeoisie and prole- 
tariat identified by Marx is likely to be experienced in 
its purest form today within specifically international 


production processes. The labour theory of value con- 
tinues to provide interesting insights in this regard. 

A ‘structuralist’ approach to Marxist GPE has de- 
veloped in an attempt to capture this point, concep- 
tualizing the world economy as a single, integrated 
capitalist system existing within a single, integrated 
political space of exploitation. Structuralists, how- 
ever, will often pay only limited attention to recon- 
structing Marx's explanatory framework in its own 
terms (Rosenberg 2002), because their real starting 
point is instead in Lenin's efforts to internationalize 
fundamental Marxian themes (Lenin 1917/96). In a 
pamphlet of the same name, Lenin argued that impe- 
rialism had become the “highest stage of capitalism’ 
by the start of the twentieth century, as well as that, as 
such, the new dynamism within the capitalist system 
centred on the relationship between states, Marx's 
original class-based analysis was retained, but Lenin 
asked how class-based relationships had been trans- 
formed across national borders now that capitalism 
had become a world system. 

He argued that domestic bourgeoisies in advanced 
European countries had increasingly become interna- 
tional bourgeoisies through their willingness to strike 
class compromises at home. Their acquiescence to the 
granting of workers’ rights domestically was met by 
a need to increase the level of surplus value extrac- 
tion overseas in the interests of maintaining underly- 
ing levels of profitability for the national economy asa 
whole. Colonial links provided the ideal political con- 
text in which this could be achieved. Asa consequence, 
imperialism was seen to have important economic ef- 
fects both at home and abroad. Given the willingness 
of many scholars to treat contemporary conditions 
of globalization as just the latest phase of economic 
imperialism (see e.g. Hoogvelt 1997; Hardt and Negri 
2000; Petras and Veltmeyer 2001), the structuralist ap- 
proach to GPE has retained many adherents. They are 
usually to be found today practising either World Sys- 
tems Theory or Dependency Theory. In its most up- 
to-date guise, World Systems Theory is based on the 
assumption that the world divides into economic re- 
gions of core, periphery, and semi-periphery (see e.g. 
Wallerstein 1979). Dependency Theory, meanwhile, is 
based on the assumption that the continued distorted 
development of poorer countries results from the 
need to defend the conditions that have led to the de- 
velopment trajectory of more economically advanced 
countries (see e.g. dos Santos 1970). In both cases the 
efforts made by advanced industrialized countries 
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to maintain their position of economic advantage is 
treated as a rational reflection of the existing global 
balance of power. 

Modern-day structuralist extensions of Marxism 
therefore involve at least a partial break with Marx's 
‘own intellectual trajectory. This is not a complete 
break, because the aspiration for a better world free 
of the logic of economic exploitation remains visible 
in modern-day GPE literatures that trace their origins 
to Lenin. In this respect, the normative Marx remains 
alive and well, thereby justifying the retention of the 
label "Marxist’ in order to describe it. However, the 
analytical Marx is not necessarily as prominent. As 
befits the continued presence of the normative Marx, 
modern-day Marxist GPE seeks its essence in a funda- 
‘mental challenge to prevailing neo-liberal conditions 
of world order. Yet it does not always reveal its histori- 
cal roots in the analytical Marx’s efforts to undermine 
the way in which Smith's system of natural liberty 
came to dominate the concepts of orthodox economic 
discourse. It certainly does little to show the struggle 
in which Marx had to engage in order to break free of 
Smithian thinking, given that he so often took Smith's 
conceptual starting points as his own. Smith’s theory 
of the capitalist economy as an engine for the creation 
of economic value reappears—albeit in admittedly 
revised form—in Marx's work, as does his embryonic 
account of alienation. 


KEY POINTS 


‘+ Marx insisted that all economic experiences should be 
placed in their correct historical content and understood 
in relation to the evolution of the capitalist system from 
lone time period to the next. 

+ Marx’s theory problematizes the concepts of bourgeois 
‘economics to shaw how they work to legitimize 
exploitation within the capitalist syste. 

+ Marxist GPE is an all-encompassing critique of capitalist 

society, from the exploitation it enforces upon its 

members to the false consciousness that masks the real 
dynamics of this exploitation within the normal workings 
of everyday life. 

In order to keep pace with changes to the economy. 

‘twentieth-century extensions of Marxism 

‘ame to place more emphasis on the international 

dimension of economic affairs, but they have done so 

‘through partial divorce from their political economy 

lorgins in Marx's own work. 











GPE feminism and the nineteenth- 
century popularization of classical 
economics for women 


The nineteenth century witnessed significant social 
struggle over who should be taught political economy 
and what should be the content of their learning, 
In Britain—still at that time the world’s leading eco- 
nomic nation and, according to Marx, the cradle of 
economic theory—women were at the forefront of 
that struggle, both as those seeking education and as 
the educators, Spurred on by Mary Wollstonecraft’s 
campaign for co-educational schooling (Darling and 
Glendinning 1996: 23), a number of women writers 
took on the task of showing how the concerns of 
classical economics need not remain a purely male 
preserve (Chapman 2015: 55). The names of Maria 
Edgeworth (1768-1849), Jane Marcet (1769-1858), and 
Harriet Martineau (1802-76) do not appear as central 
figures in most histories of nineteenth-century eco- 
nomic thought, because by their own account they 
were not adding to the cumulative stock of economic 
knowledge. Yet it remains a shame that their activi- 
ties in bringing economic theory to the people whose 
lives were increasingly regulated by it remain gener- 
ally overlooked. After Wollstonecraft had successfully 
undermined the notion of a uniquely feminine ‘mod- 
esty’ (Richardson 2002: 36), Edgeworth, Marcet, and 
Martineau occupied the resulting pedagogical space 
to show that there might be no limits to who should 
be comfortable speaking the leading economic princi- 
ples of the day. Edgeworth began the trend of opening 
up economic education by writing specifically for chil- 
dren; Marcet wrote for young women about to em- 
bark on adult life; Martineau wanted to reach as many 
people among the adult population as she could. 

‘The writings of these women were also representa- 
tive of a more general trend. They endorsed Jeremy 
Bentham’s application of his utilitarian philosophy 
to the sphere of education, using their work to em- 
phasize the advantage to the nation as a whole in hav- 
ing ever wider sections of the population well drilled 
in practical affairs (Henderson 1995: 50). Up until that 
time, in Britain at least, education tended to be used 
as a marker of status within a class-bound society. It 
therefore focused on disseminating a knowledge base 
biased towards classical antiquity, usually conductedin 
either Greek or Latin. Marcet wrote in the Preface to 
her Conversations on Political Economy that her aim was 
“to bring within the reach of young persons a science 


The Nineteenth-Century Roots of Theoretical Traditions in Global Political Economy 


which no English writer has yet presented in any easy 
and familiar form’ (Marcet 1839/2009: xxxvii). This 
‘was, after all, the heyday of the Society for the Diffu- 
sion of Useful Knowledge, a Whiggish organization 
established under the promptings of the free-trader 
statesman Lord Brougham to enable a greater degree 
of mass self-education (Berg 1980: 292) 

Some of the leading philosophers and economists 
of the day got in on the act, James Mill writing Ele- 
ments of Political Economy and John Ramsay McCulloch 
Principles of Political Economy for very similar audiences 
to those that Edgeworth, Marcet, and Martineau were 
targeting, Yet the men’s work achieved none of the 
popularity and contemporary critical acclaim that 
was bestowed upon the women’s. It is perhaps for 
this reason that the women’s work was met by a de- 
cidedly sniffy attitude from those who latterly wished 
to stick up for what Runyan (1997: 79) has so compel- 
lingly called the mainstream economic story of “men, 
states, and markets’. Joseph Schumpeter (1954/2006: 
477) waved an airy dismissive hand in his account of 
an economics ‘so delightfully simple as to be capable 


of being taught to every school girl’. Alfred Marshall, 
even more poisonously, drew attention to the divide he 
perceived between the real theoretical work being un- 
dertaken by the men and whatever it was the women 
could be considered to be doing, At century's end he 
made the following portentous prediction: “Never 
again will ... a Mrs. Marcet, or a Miss Martineau earn 
‘a goodly reputation by throwing [economic princi- 
ples] into the form of a catechism or of simple tales, 
by aid of which any intelligent governess might make 
it clear to the children nestling around her where lies 
economic truth, and might send them forth ready to 
instruct statesmen and merchants how to choose the 
right path in economic policy’ (Marshall 1897: 117). 

As will become only too evident, there is no linear 
path that ties the content of the best-known economic 
work written by women in the nineteenth century to 
the content of feminist GPE today. But this is one issue 
where similarities are difficult to miss. Both have had 
to endure significant hardship when struggling for rec- 
ognition and attempting to safeguard their own legacy 
(see Box 2.5). 


Edgeworth, Marcet, and Martineau: 
Adam Smith's ‘Daughters’? 


‘There isa well-worked tendency for the history of economic 
thought to be presented through the prism of intergenerational 
‘evolution. This is a relatively easy way to capture the sense of the 
centre of gravity of economic theory as it moves over time. For 
instance, it becomes possible using this presentational device to 
provide much more nuanced accounts of neoclassical economics 
than when thinking of it asa single, undifferentiated entity: the 
insights of the first-generation marginasts (Jevons, Menger, 
Walras—see Box 2.1) might be usefully contrasted with what. 
later- generation marginalists subsequently brought to the 
debate (Pareto, Marshall, Hicks. Samuelson, etc). However, the 
same way of thinking can also collapse into unhelpful ‘parental’ 
‘metaphors. Nowhere’ this more unfortunately manifested than 
inthe reduction of Edgeworth, Marcet, and Martineau to 
nothing more than the daughters’ of Adam Smith, the “ather’ of 
‘economics (Polkinghon and Thomson 1998). 

‘There is certainly a link back to Smith here, but to say that thisis, 
all there is runs the risk of seriously trivialzng the contributions 
‘to popular understandings of economics made by women in 
Britain in the early nineteenth century. Edgeworth perhaps 
provides the most obvious connection, having received a copy of 
The Wealth of Nations as a commemorative gift from her father to 
‘mark the end of her education and her progress into aduithood. 





“The most important stories that she wrote for parents to read to 
their chidren—The Cherry Orchard’, Lazy Lawrence’, The 
Bracelet of Memory—all appropriate major themes from Smith’: 
‘most famous work. The noted Smith scholar, Vivienne Brown 
(1994), suggests that The Wath of Notions wasin any case 
-written in monological form for Smith to urge hs readers to 
_adopt his chosen perspective on the economic issues of the day. t 
\was therefore perhaps not a huge jump for Edgeworth to adapt a 
Sila structure and tone for promoting basic Smithian principles. 
However, the same nineteenth-century overlay that dominates 
‘textbook GPE could be said to be in operation here. As the 
intellectual historian Bob Black (1976) has argued, by the early 
nineteenth century Smith was already being read less for his 
abstract theory and more for his free trade instincts. The Smith 
‘whose image re-emerges in Edgeworth’s stories is a Smith for 
her age rather than for his. As the free trade lobby became 
better organized as the nineteenth century advanced— 
particularly through opposition to the Corn Laws—Marcetés and, 
‘Martineau/s work revealed even more of the nineteenth- 
century readings of The Wealth of Notions. Marcet and Martineau 
‘thus echoed List and Marx: placing their own template over 
Smiths work In their case, the writings of David Ricardo (172— 
1823) and Robert Malthus (1766-1834) acted as important 
intermediaries it was The Wealth of Notions read through their 
labour theory of value and population theory respectively 
rather than in its own terms. 
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Marcet’s and Martineau’s use of fictional 
representations of economic principles 


Marcet and Martineau could both count among their 
friends and acquaintances the leading British econo- 
mists of their day. They were able to call upon these 
personal contacts to open up the black box of theoreti- 
cal abstractions and to bringa series of basic economic 
principles to life as something of explicit relevance 
to everyday experiences. They did so using fictional 
prose through which readers were able to overcome 
their uncertainties on abstract economic matters by 
being shown how a ‘guide’ was able to direct the unini- 
tiated into an increasingly sophisticated understand- 
ing of economics. Marcet published the first of seven 
editions of her Conversations on Political Economy in 
1816 as part of a wider series of Conversations that in- 
troduced her readers to all sorts of different scientific 
material. Martineau, meanwhile, published her Mllus- 
trations of Political Economy in 25 monthly instalments, 
each one as a novella, between 1832 and 1834. Both 
Marcet and Martineau alighted on a set format for 
their work, focusing on didactic, self-contained stories 
that ‘corrected’ the initial misgivings of an ingénue so 
that the ‘true’ principles of political economy might 
enjoy an ever expanding support base. 

‘The content of Marcet’s and Martineau’s charac- 
terizations means that their relationship to feminist 
GPE today is rather complex. The first thing to note, 
of course, is that even the fact that women were sup- 
porting themselves financially through writing some- 
thing other than romance fiction was a rarity in itself. 
Moreover, both set themselves against nineteenth- 
century gender norms through which the education 
of girls was to focus on matters of social practice and 
imagined social standing to enhance their prospects 
of being identified as a suitably dutiful and deferen- 
tial wife. The guide in Marcet’s stories, for instance, 
reacts stridently to the suggestion that it might be of 
little consequence if young women were to display 
a ‘happy ignorance’ of political economy debates: 
“When you plead in favour of ignorance, there is a 
strong presumption that you are in the wrong” (Marcet 
1839/2009: 9). Martineau went even further in flip- 
ping contemporary gender norms on their head. In 
confronting social anxiety at the time about the onset 
of industrialization in “The Hill and the Valley’, she 
used a female character (Mrs Wallace) to get a male 
character (Mr Armstrong) to challenge his deeply held 
doubts as to whether this equated unequivocally to 


progress. He expects her to second his objections, as 
a duty both to nature and to his opinion. However, 
she guides both what his eyes will see in recognizing 
the intrinsic beauty of an ironworks and the economic 
judgement that he will allow himself to come to when 
seeing their raw masculine form on the landscape 
(Martineau 1832-4, number 2: 51-79). At the same 
time, she exposes the implicit effeminacy of his previ- 
ous regret that nature was being swallowed up by the 
rush towards industrial capitalism (Freedgood 1999: 
219). Yet even though Martineau occasionally began 
to describe a radical utopia in which women enjoy full 
equality with men, Marcet’s guide spoke of a future 
in which women would remain dependent upon and 
resolutely subordinate to men. Furthermore, both 
saw their task as popularizing the writings of male 
economists that emerged from a society exhibiting 
often exorbitant male privilege. 

The structure of Marcet’s writing is particularly 
interesting in this regard: her Conversations were pre- 
cisely that. She wrote in a dialogical form (see Wall- 
bank 2012: 127) because this is what provided the best 
opportunity of ‘introducing objections, and placing in 
various points of view, questions and answers as they 
had actually occurred’ to Marcet herself. ‘It will be 
observed, accordingly’, she continued in her Preface, 
“that the questions are generally the vehicle of some 
collateral remarks contributing to illustrate the sub- 
ject’ (Marcet 1839/2009: 39, 29-40). It is instructive 
that the question-asker is Caroline, an adolescent of 
never-quite-specified age whose naivety serves as the 
perfect foil for the wisely Mrs B. to play her designated 
role of patient tutor. The characters of Caroline and 
Mrs B. stand in for the intellectual journey that Marcet 
recognizes she must have undertaken, having herself 
started out as an economic ingénue before becoming 
familiar with the essence of political economy (Hen- 
derson 1995:53). Caroline speaks the opinions of what, 
at the opening of the nineteenth century, counted as 
conventional hierarchical morality. She does so in a 
well-intentioned manner, challenging the ever more 
obvious encroachment of Ricardian and Malthusian 
political economy as an alternative source of morals, 
but her characteristic flippancy never spills over into 
the explicitly threatening way of the contemporary 
radical presses. This style of polite questioning ena- 
bles Mrs. B. to calmly work through her argument that 
the latest insights of the classical economists are per- 
fectly compatible with the prevailing moral structure. 
Caroline is repeatedly persuaded into acquiescence 
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with the existing social order as it is reflected in the 
work of Ricardo and Malthus. 

Martineau took a different view of the relationship 
between political economy and morality. Marcet had 
Mrs. B. facing down the suggestion that the amoral 
pursuits of capital accumulation advocated by the clas- 
sical economists were a direct menace to the system 
of manners established during the Enlightenment 
Martineau, by contrast, believed that the classical 
economists had set down a new template for moral- 
ity based on individual choice and that conventional 
morality of the type espoused by Caroline should give 
way to it (Klaver 2003: 54). The characters who control 
the flow of the narrative in Martineau’s stories are all 
more than willing to embrace this modern view of the 
worldas their own. Her guides lead the readerthrough 
situations in which the solution to social problems 
comes when people learn how to better match their 
own actions to what basic economic principles suggest 
they should do (Goodlad 2004: 48). Whereas Marcet’s 
Conversations are all about making economics safe to 
engage, Martineau's Illustrations are all about elevating 
it to a pedestal from which it will help individuals to 
reconstitute their fundamental sense of self. 

Martineau was not writing long after Marcet, but 
quite a lot had changed in the interim to disturb the 
political status quo reflected in their respective works. 
Free trade campaigners had become much more 
prominent in their opposition to the protectionist 
Corn Laws, with the context already set for the abo- 
litionists’ ultimately successful People’s Bread cam- 
paign (see Pickering and Tyrell 2000: 119). McCulloch 
had also begun his own personal crusade to impose 
the view that Ricardo’s work—the intellectual inspira- 
tion, remember, for Britain’s nineteenth-century free 
traders—represented the teleological endpoint of all 
conceivable economic theories designed to better the 
lot of ordinary people (Poovey 2008: 226). Martineau’s 
IMlustrations, moreover, began to be published in 1832, 
the year of the Great Reform Act, after which time 
much more care had to be given to expressing a sys- 
tem of morals that resonated beyond the aristocracy 
(Hawkins 2015: 151). 


Marcet, Martineau, and the politics 
of their time 


Feminist GPE arose from the women’s liberation cam- 
paign and still speaks very clearly to political strategies 
for social empowerment. Feminists today typically 


embrace intersectionality studies, through which the 
barriers to social advancement are theorized across 
multiple, often interlocking dimensions. Breaking 
down institutionalized gender stereotypes remains a 
central task of all feminist scholarship, allowing in- 
sights to be gained into the difference between the 
lives that women currently lead and the lives that 
they could lead in a more equal society. The demand 
for equality, of course, spreads far and wide, because 
social privileges continue to be organized across cat- 
egories including class, race, and sexuality as well as 
gender. It is for this reason that it is common to see 
feminist GPE scholars today aligning their studies of 
gender with the politics of other liberation campaigns. 
From this perspective, Marcet’s and Martineau’s work, 
radical though it was on so many different counts, ap- 
pears to betray an inherent political conservatism. 
This can be seen in both who they were writing for 
and the content of their message. 

‘Taking these issues in turn, Marcet was clear that 
she was addressing young women of particular breed- 
ing and with certain prospects. The aristocratic and 
landed elites had very little to fear from the Conver- 
sations, because the ‘propagation of useful truths’ 
that formed the centre point of Marcet’s mission 
were ‘truths’ as understood from an elite perspective 
(Marcet, cited in Polkinghorn 1993: 48). Despite the 
increasing prominence of mass educational tracts 
in the early nineteenth century, she was unwilling 
at first to concede that the labouring classes were a 
natural audience for her work. She later relented to 
a degree when writing John Hopkins’s Notions of Po- 
litical Economy in 1833, where the title character was 
a labourer thinking through how his life is influenced 
by practical manifestations of abstract economic prin- 
ciples (Marcet 1833/2009). But the basic message of 
that book is that there are inalienable market-bound 
laws of price and wage determination and, as a conse- 
quence, Hopkins should be grateful for his lot. 

Martineau, by contrast, was adamant from the 
start of her writing career that it was necessary to 
engage the working classes. However, opinion is di- 
vided as to how successful she was in this regard, and 
not just because the subscription price of the Illustra- 
tions was clearly beyond the means of most working 
people. She certainly believed that greater economic 
equality would only be possible—thus transcending 
the situation in which a wealthy elite was ‘pampered 
above-stairs while others are starving below’ (Mar- 
tinea 1832—4: v)—when the masses understood the 
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forces that were lined up against them. In particular, 
she wanted them to see that the ‘truths’ passed down 
by the classical economists revealed the extent to 
which political decisions that protected landowners’ 
privileges kept them poor. At the same time, though, 
suspicions abound that the language Martineau used 
means that she wrote about the working classes and 
not for them (Huzel 2006: 56). Feminists today tend to 
be very attentive to the need to tone down their aca- 
demic prose so as not to deliberately exclude others 
who are fighting for their own liberation (see Tooze 
and Murphy 1996: 697 for the need for GPE theorists 
asa whole to avoid exclusionary language). Martineau, 
however, made her working-class characters speak a 
lofty language that would have been unfamiliar, even 
anathema, to them (Logan 2004: 38). 

This is merely one example of the overwhelming 
political optimism that runs throughout her work. 
Putting middle-class words into working-class mouths 
reinforced Martineau's wider claim that the working 
classes could improve their own conditions of exist- 
ence by beginning to act as though they had the same 
opportunities as the middle classes: aping their aspi- 
rations, taking on their affectations, etc. (Freedgood 
1999: 224). Her writings identify very few structural 
impediments within society that the poor and the op- 
pressed cannot overcome through the right display 
of character (Feller 2000: xii). Her consistent self-help 
advocacy explains the stories Martineau wrote around 
the time of the Great Reform Act backing Whig Poor 
Law reform. ‘Cousin Marshall’ in particular aims to 
overturn the contemporary view of parish assistance 
to the poor as charitable, kindly, and noble (Martineau 
1833). Rather, she said, it was evidence of unjustified 
interference into the natural workings of the laissez- 
faire economy, which could only lead to heightened de- 
pendence from those seeking assistance. Her approach 
to matters of empire was exactly the same. She op- 
posed a commercially oriented colonialism for the dis- 
torting impact it had on patterns of trade, but she was 
anything other than anti-imperialist (Gelikkol 2011: 
67). In classic Malthusian style, colonial territories of- 
fered the possibility of spatial overflows into which the 
surplus population of Britain could be poured. The 
willingness to emigrate in the spirit of selfhelp might 
also serve the patriotic duty of releasing the pressure 
on subsistence food supplies back at home. 

‘These same basic political themes are also always 
present in Marcet’s work. Whereas Martineau’s early 
unconditional support for laissez-faire began to be 


qualified as she took an increasing interest in the rights 
of women, slaves, and free thinkers, Marcet hardly 
wavered from her opening position (McDonald 2001: 
155), At the very least, over the many editions of the 
Conversations Mrs. B. took no backward step from her 
assertion that laissez-faire is best for everyone (Frey 
2009: 39). Caroline responds to her guide's promptings 
by declaring: ‘All that you have said reconciles me, ina 
great measure, to the inequality of the distribution of 
wealth’ (Marcet 1839/2009: 401). In the political world 
that Marcet had Mrs. B. create, the responsibility for 
escaping the worst deprivations of early nineteenth- 
century poverty lay with the poor alone. Marcet’s later 
Rich and Poor (1851) was by no means the commer- 
cial success of the Conversations, but it revealed more 
of her view that the differential social opportunities 
available across class boundaries could be explained 
by the classes’ differential moral standing. This is why 
her work, taken as a whole, reads akin to nineteenth- 
century conduct books (Cooper 1997: 31). The expor- 
tation of surplus British workers to labour colonies 
is thus justified in relation to spreading not just the 
English race but also the prevailing English system of 
‘manners to other parts of the world. 


KEY POINTS 


* Most histories of economic thought treat the subject — 
‘erroneously—as an exclusively male preserve in the 
nineteenth century. 

*+ The women writers who popularized classical economics 
in Britain in the nineteenth century must be seen as 
products of their own society, and the poitcal content of 
their work differs greatly from feminist GPE today. 

+ Marcet and Martineau used a storyteling form populated 
by fictional characters to try to reach sections of saciety 
‘who might otherwise have remained ignorant of basic 
political economy principles. 

* There is a clear Malthusian theme contained in Marcet’s 
‘and Martineau thinking on matters of economic policy, 
which today can seem lke really rather callous treatment 
of the poor. 











Conclusion 


So, what can be distilled from this whistle-stop tour 
around the historical roots of contemporary GPE? 
The objective has been to caution against many of the 
introductory textbook accounts of those roots in an 
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effort to signal to students what might easily be over- 
looked if the textbooks’ rather simplistic characteri- 
zations are accepted at face value. Great care should 
be taken whenever one is confronted with a straight 
line drawn between the political economy tradition of 
an earlier time and the political economy tradition of 
a later time. Even if the traditions seem to share the 
same name, whether partly or wholly, things tend not 
to stay the same for long. This is because theories are 
dynamic entities constantly under pressure to change 
from two distinct sources. One is internal to the theory 
itself, as scholars attempt to further its development 
by rendering it more sophisticated and hence resetting 
its outer limits of applicability. The other is external to 
the theory, as scholars realize that changes in the real- 
world relationships that the theory purports to explain 
require different emphases within the theory. 

While it would be unrealistic to expect anything 
other than the outline of a theory to remain in place 
over a protracted period of time, much of genuine 
value can be learned if the time is taken to compare 
the modern-day version of a theory with its original 
articulation. This is what | have attempted to do in this 
chapter for GPE realism, liberalism, and Marxism, as 
well as showing that GPE's typical nineteenth-century 
overlay tends to rob feminist scholarship of a simi- 
lar understanding of its roots. There was no obvious 
feminist tradition at the time at which the Marginal- 
ist Revolution laid down the rationalist assumptions 
that had become more-or-less pervasive when GPE 
‘was first imagined into existence around 1970. One 
hundred years prior to that women economists were 
busy popularizing other people's ideas rather than 
being given the intellectual space to develop their 
‘own. By engaging in these strategies of comparison 
across different centuries, the embedded assumptions 
of the modern-day versions can be brought clearly to 
the surface, shining the spotlight on assumptions that 
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‘were not originally present but now are. It also invites 
students to try to forward plausible reconstructions 
about what it was in the intervening environment that 
caused the new assumptions to be added, especially if 
they were originally consciously rejected. 

It is a potentially infinite process to specify such 
factors in fully comprehensive fashion. I need to be 
clear that I have only been able to scratch the surface 
of the original contributions of List, Smith, Marx, 
Edgeworth, Marcet, and Martineau in my attempt 
to demonstrate just how far GPE realism, liberalism, 
Marxism, and feminism typically depart from their 
work while still claiming that it isin their intellectual 
DNA. Much more can be done to set each author's 
work within the context of its time to isolate the ways 
in which the prevailing historical conditions influ- 
enced the content of the original theory. And this is 
before giving any thought to how economic theory 
developed from the cighteenth century onwards be- 
yond its traditional European heartlands. Historical 
contextualization of this nature allows further errors 
of analogy between newer and older theories to be 
brought to light. In addition, it makes it possible to 
identify a number of claims made in the introductory 
textbooks about older forms of political economy 
scholarship that simply do not stand up to scrutiny. 

‘This brings the chapter full circle by way of con- 
clusion. 1 hope I have demonstrated that theoretical 
traditions within GPE are not self-contained, coher- 
ent ideologies at all. In fact, there is—or at the very 
least there is the possibility of there being—serious 
competition over ownership of any of GPE’s main 
theoretical labels. Yet this possibility might only be 
unlocked through increasing awareness of the his- 
torical roots of contemporary GPE. History matters, 
then, anda turn to situate GPE more assuredly within 
the history of economic thought is very much to be 
advocated. 


‘What can be gained in our understanding of contemporary GPE by attempting to uncover the historical roots of 
the political economy traditions in which modern positions are located? In ather words, why should we read classic 


texts? 


2. To what extent does the typical textbook structure of liberalism versus realism versus Marxism obscure the sig- 
nificance of socetal cleavages such as gender, race, semuality,and religion? 


3. Woulditbe fair to criticize GPE theories for taking the development profile of Western market capitalism and treat- 
ingit as a generic feature of economic life thus implying that all other countries will also have the same experience! 
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4. What are the main features of nationalist political economy in both its original and reworked Listian forms? Is it 
possible to point to examples in the modern world of nationalist insights continuing to inform the management of 
international economic affairs? 

5. What emphasis should be placed on Smith’ sympathy principle! How different might liberal GPE look if this aspect 
of is work were to be prioritized more? 

6. [s Marxism still relevant in contemporary GPE? What features of the world that Marx described are stil recogniz- 
ably with us today? 

7. How different does the pre-istory of feminist GPE look compared to the pre-histories of realist, liberal, and 
Marxist GPE? Is the fact that there is no smple nineteenth-century overtay to place on top of contemporary schol- 
arship a good or a bad thing for feminist GPE? 

8. Towhat extent do many GPE theorists incorporate the key insights of neoclassical economics without acknowledg- 
ing explicitly that thisis what they are doing? 


@ wurriernenvng 


General 


‘Watson, M. (2005), Foundations of International Political Economy (Basingstoke: Palgrave Macmillan). This is for students 
who find my account of the practice of GPE convincing, as the themes of the current chapter are surveyed in much 
greater depth here. 


History of economic ideas 


Backhouse, R. (2002), The Penguin History of Economics (London: Penguin). Ths bookis written with the beginning student 
in mind, and, a such, iis a more accessble introduction to the history of economic thought than those that address the 
student who already has some training in economics. 


Barber, W. (2001), A History of Economic Thought, repr. edn (London: Penguin). This book attempts similar things to 
Backhouse, also assuming no prior economics traning from its readershpp in presenting an accessible history of economic 
‘thought. 


Blaug M. (1996), Economic Theory in Retrospect, Sth edn (Cambridge: Cambridge University Press). Thisis almost certainly 
‘the most comprehensive account of the different ways in which the economy has been studied in the history of eco- 
nomic thought. However itis written from a perspective that assumes the student has some prior background in eco- 
‘nomics debates, but this will not necessarily be the case for beginning GPE students. 


Heilbroner,R. (2000), The Worldly Philosophers: The Lives, Times, and Ideas ofthe Great Economic Thinkers, th edn (London: 
Penguin). Ths is an accessible text where the author's aim is not to dazzle his readers with the technicalities of the argu- 
‘ment, but to bring the basic ideas he is discussing to life. t performs the same sort of function as Backhouse and Barber, 
asit is aimed at the same sort of readership. 


Landreth, H, and Colander, D. (1994), History of Economic Thought, 3rd edn (Boston, MA: Houghton Mifln). This book 
covers much of the same territory as Blaug, and would serve as a more than acceptable substitute fori, Again, though, it 
is written assuring that the reader has some background training in the theories, methods, and language of economics. 


Robinson, |. (1964), Economic Phisophy, rew edn (Harmondsworth: Penguin). Ths is written less as an introduction to 
‘the history of economic thought and more as an attempt by the author to carve out her own view of how economic 
analysis should proceed. Nonetheless it sa very good read and students willlearn much from it 


Samuels, W,, Biddle, J, and Davis, | (eds) (2007), A Companion to the History of Economic Thought, 2nd edn (Oxford: 


Blackwell) This book offers extensive commentary and criticism on existing attempts to provide a plausible hstoriogra- 
phy of economic ideas. Thirty-nine chapters cover nearly 700 pages of scholars writing on their research specialisms. 


The Nineteenth-Century Roots of Theoretical Traditions in Global Political Economy 


However, as with Blaug and with Landreth and Colander this is probably not for students who possess no prior know!- 
edge of rudimentary economic debates. 

Introductions to the classical political economists 

Heilbroner,R. (1986), The Essentio! Adam Smith (New York: W.. W. Norton). Thisis2 very good introduction to the work 


of Adam Smith. Hellbroner provides excerpts from all of Smith’s published work, each of which is preceded by a useful 
introduction. 


Hollander, S. (1987), Classical Economics (Oxford: Basil Blackwell). This is a very good introduction to the field of classical 
political economy as a whole. However, there is a chance that beginning GPE students might find it alittle bit daunting, as 
itis written by a respected economist for an audience of fellow economists. 


‘When, F (1999), Karl Marx (London: Fourth Estate). hiss perhaps the most readable of all biographies of Marx, and it 
‘ries to draw out the intellectual inspiration underpinning his work from a broader assessment of his life. 


Wolf} (2002), Why Read Marx Teday? (New York: Oxford University Press), This san introductory book about Marxs 
ideas, and it will not present the non-economist with similar problems to those they might experience when reading 
Hollander: The content of the book follows directly from the self-explanatory title. 


Classic texts 


Despite al the above advice on further reading, nothing beats the rewards that come from going back toa classic text and 
discovering what is init for oneself. would very much advocate, then, that students attempt to familiarize themselves with 
atleast some of the classic texts mentioned by name in this chapter. 


@ wesuncs 


‘evr blupete.com/Literature/Biographies/Philosophy/BiosEcon htm Students can work their way around the alpha- 
betical stings on this site to find the bibfhographies of most of the great economists in history, 


hetpl/ol.ibertyfund.org This isthe link to the onfine library of the Liberty Fund. which holds fully searchable electronic 
versions of many of the most important texts in the history of liberal politcal economy. www.marxists.org/subject! 
‘economylindex.htm This is a comprehensive site that allows students to explore both Marxs work and his reflections 
‘on the context in which it was written. Importantly it also contains inks to a detailed glossary of terms to be found in the 
writings of Marxist politcal economists. 


hetp:lipandora simons-rock edu/—eatonal/LTV-FAQ html This isa site that allows students to get to the heart of what 
‘made the labour theory of value so attractive to the classical politcal economists. tis organized very helpfully around a 
series of ‘frequently asked questions: Students seeking to contextualize what can be found here with what superseded 
‘the labour theory of value should then begin searching for content surrounding the ‘subjective theory of value: 


(& onlineResouRce CENTRE 


For additional material and resources, please visit the Online Resource Centre at: 
www.oxfordtextbooks.co.uk/ravenhillSe 
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Reader's guide 


How can one understand the problems of collaboration and coordination in the global political econ- 
‘omy? In situations of global interdependence, individual action by states often does not yield the de- 
sired result. Many argue that the solution to the problem of interdependence is to create international 
institutions, but this approach itself raises the issue of how states might go about creating such institu- 
tions in the first place. This chapter examines the conditions under which states might wish to take joint 
action and provides an introduction to game theory as an approach to understanding interdependent 
decision-making, It then discusses the conditions under which international institutions are likely to be 
developed and how they may facilitate international cooperation. We then examine dimensions of 
institutional variation, with a discussion of factors that shape the design of international institutions. 


Introduction international political economy literature on interde- 

pendence of the early 1970s (Cooper 1972; Keohane 
It is now commonplace to hear about the phenom- and Nye 1977). At that time, political scientists began. 
enon of globalization. Much of the current ana- to identify the characteristics of the changing global 
lytical debate on globalization has its roots in the _ economy, including the increased flows of goods and 
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money across national boundaries as well as the rise of 
non-state actors as a challenge to traditional concep- 
tions of international politics. 

Although increasing interdependence among 
states was a relatively new phenomenon when con- 
sidered against the baseline of the 1950s, high levels 
of interdependence had existed in earlier historical 
periods, including the period prior to the First World 
War (Bordo, Eichengreen, and Irwin 1999; McGrew, 
Chapter 10 in this volume). This interdependence, 
however, was not matched by high levels of institu- 
tionalization, in stark contrast to the post-Second 
World War Bretton Woods organizations of the Inter- 
national Monetary Fund (IMF), the World Bank, and 
the General Agreement on Tariffs and Trade (GATT, 
and now its successor, the World Trade Organization 
(WTO). The problems that institutions such as the 
IMF faced with the breakdown of the Bretton Woods 
dollar-based standard in 1971(Reinhart and Trebesch 
2016), the movement towards trade protectionism 
that appeared to undermine the GATT, and instabil- 
ity in the oil market with the 1973-4 oil crisis also 
drove the debate on interdependence in the early 
1970s. 

A key issue in considering the implications of in- 
terdependence revolves around the question of how 
to achieve collaboration and coordination among 
states. In particular, scholars have focused on how 
states respond to perceived problems in the global 
economy that they cannot deal with solely on their 
‘own. An important starting point is to distinguish 
interdependence from interconnectedness based on 
the costs of interaction. ‘Where interactions do not 
have significant costly effects, there is simply intercon- 
nectedness’ (Keohane and Nye 1977: 9). With costly 
effects (or high benefits), however, we can consider 
countries as mutually dependent on each other, or 
interdependent. In attempting to cope with interde- 
pendence, then, countries will be faced with making 
decisions that will affect their direct well-being, and 
thus the sharing of costs and benefits can be poten- 
tially controversial. 

This chapter considers the problem of collabo- 
ration by first characterizing situations that might 
require states to work with each other to achieve a de- 
sired outcome. It then turns to a focus on basic game 
theory as an analytical tool to tackle the nature of col- 
laboration and coordination efforts. Finally, we con- 
sider how institutions might play a role in enhancing 
the prospects for cooperative behaviour. 





Globalization and the need for 
international cooperation 


According to international economics textbooks, 
worldwide economic openness has clear benefits. In- 
tegrated world markets help to ensure an optimal al- 
location of factors of production and therefore help 
to maximize both aggregate world welfare and indi- 
vidual national welfare. By contrast, sealing off na- 
tional borders fosters economic inefficiency and has 
negative consequences for poverty alleviation and 
development prospects. Yet, in practice, the benefits 
of globalization cannot always be realized by states 
pursuing independent policies; cooperative action is 
required. 

‘The process of global integration forces signifi- 
cant adjustments in production patterns across states. 
In particular, the changing distribution of costs and 
benefits from trade liberalization can result in strong 
political opposition, both for and against further liber- 
alization. Adjustment has been all the more difficult in 
that it leads to unpredictable outcomes and instability 
in the prices of traded goods. This has proven particu- 
larly problematical for many developing countries be- 
cause they strongly rely ona few primary commodities 
for the bulk of their exports (UNDP 2011; UNCTAD 
2014). Not only have the prices of most non-fuel com- 
modities tended to decline over the long term, but 
also they have been increasingly volatile (UNDP 2011; 
UNCTAD 2012b; UNGA 2013). From this perspective, 
the price surges from 2003 to mid 2008, in 2009-10, 
and in spring 2012 may not be indicative of a long- 
term reversal and the abrupt drop of prices in the sec- 
ond half of 2008 is an acute reminder of the long-term 
boom-and-bust pattern in commodity terms of trade 
(Spatafora and Tytell 2009; IMF 2012b). Ultra-speciali- 
zation by some countries in specific commodities has 
therefore, on the one hand, brought severe adjustment 
costs and, on the other hand, failed to provide stable 
and increasing revenues and significantly hurt their 
growth prospects (Cavalcanti, Mohaddes, and Raissi 
2012). Developing countries that rely on the export of 
manufactures have also faced significant adjustment 
challenges. For example, many Latin American coun- 
tries have increasingly faced a loss of market share in 
the United States and Europe with the rapid rise of the 
Chinese export juggernaut. 

Liberal analysts often argue that countries will be 
able to manage the process of adjusting to a rapidly 
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shifting division of labour. From their perspective, the 
prospect of growth in a large number of newly com- 
petitive sectors, combined with state capacity to pro- 
vide social and fiscal transfers, should serve as means 
to address the challenges of world competition. Yet 
developing countries, in particular the poorest among 
them, often have a pre-industrial economic structure 
As a consequence, economic openness has brought 
about a radical transformation of their socio-eco- 
nomic structures, particularly in rural areas, leading 
to massive migration flows to urban areas. The state 
structures of developing states are often simply unable 
to cope with such a rapid and radical transformation. 
This has led to chaos and, in many instances, to famine 
and violence as well as to further political instability 
and insecurity. For their part, rich countries often face 
strong domestic lobbies in agriculture, textiles, steel, 
and other older sectors of the economy, creating pres- 
sure for trade distorting restrictions of various kinds 
including subsidies, tariffs, quotas, voluntary export 
restraints, and the like (see Hiscox, Chapter 4 in this 
volume). 

Given these political constraints, countries may ei- 
ther be unwilling or unable by themselves to sustain 
processes of economic liberalization. We need to 
distinguish between two situations. Facing political 
difficulties, some countries may no longer view inter- 
national economic cooperation as beneficial and will 
adopt a national mercantilist approach, relying on se- 
lective domestic economic closure while pushing for 
market access abroad. For most countries, however, 
such a choice would be politically too costly given 
previous international commitments but also because 
they still consider cooperation to be valuable in the 
medium to long run. Reneging on economic liberali- 
zation mostly comes from the difficulty of resisting 
domestic demands for some protectionism or from 
the hope of levelling or tilting the international play- 
ing field in their favour. In the latter case, the tempta- 
tion by some countries to slow or halt liberalization 
may induce others to reconsider their commitments, 
leading to an action-reaction cycle that slows global 
integration and decreases economic welfare. 

International cooperative action may therefore be 
required to avoid the unfortunate effects of this temp- 
tation to free ride. This temptation varies according 
to the sociopolitical organization of countries and to 
their degree of economic flexibility. On the sociopo- 
litical dimension, the political insulation of govern- 
ments from lobbying by those who are affected by 


adjustment costs can ease the process of economic 
liberalization, as was the case in the first wave of glo- 
alization in the second half of the nineteenth cen- 
tury when few countries had democratic systems of 
government. But with the spread of democracy, such 
political insulation has drastically diminished, forcing 
governments to at best ‘talk’ protectionist or worse, 
adopting protectionist policies during economic reces- 
sions. Another way to make liberalization politically 
palatable has been the development in some countries 
of corporatist deals between the government, unions, 
and business to share the costs of adjustment. The 
temptation to free ride also depends on the economy 
of countries and on its flexibility, particularly regard- 
ing labour markets, as well as labour skill levels. More 
generally, countries with deregulated markets, and 
few and lean state-owned companies should be less 
tempted to free ride on the globalization process be- 
cause adjustment would be less costly. 

International cooperation may also be required to 
remedy what we call the ‘inhibiting fear’ that coun- 
tries may feel when facing a decision to either engage 
in economic liberalization or to continue it. Although 
countries may be convinced that liberalization will 
yield benefits, they may be hesitant to risk the insta- 
bility that might come from the ebb and flows of the 
international market. This fear is particularly prob- 
ematical in the domain of financial liberalization. 
In contrast to trade integration, financial integration 
has produced sudden and violent shocks to national 
economies (see Pauly, Chapter 9 in this volume). The 
‘massive increase in capital lows in the last 15 years has 
been accompanied by extreme volatility, particularly 
for developing countries that have been experiencing 
sharp fluctuations in the flow of short-term capital 
(Calvo and Talvi 2005; Edwards 2005; Reinhardt and 
Rogoff 2009). As John Ravenhill discusses in Chapter 
1, the series of crises that hit East Asia in the period 
1997-8 led to drastic economic contractions. South 
Korea's growth rate dropped seven percentage points 
below its pre-crisis, five-year-average growth rate, In- 
donesia’s performance was similar, and Thailand's was 
even worse (Eichengreen and Bordo 2002). Recent 
work on the Asian financial crises and the Argentinean 
crisis in 2001, both at the aggregate and case-specific 
levels, has shown that governments are highly vulner- 
able to such profound economic contractions. On av- 
erage, the chances of losing office in the six months 
immediately following a currency crash seem to be 
twice as likely as at other times (Frankel 2005). Long 
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believed to be limited to the developing world, this fi- 
nancial and political reality has nowhere been more 
vivid than in Greece since 2010, threatening to destroy 
the whole European monetary union. Economic 
globalization has created profound and far-reaching 
policy challenges to states that, in turn, have an im- 
pact on key pillars of their economic and political 
organization. 

International cooperative action in the financial 
realm may reassure countries by promises of assis- 
tance either by individual states or international in- 
stitutions before or during difficult times. This may 
facilitate states’ adjustment efforts in responding to 
shocks and prevent them from taking the wrong ac- 
tion at the wrong time, which could lead to massive 
negative contagion effects. As with trade, the need for 
international support varies across countries depend- 
ing on the sociopolitical and economic characteristics 
that we have discussed. The inadequate response of 
rich states and financial institutions to the problems 
faced by countries affected by the financial crises of 
the late 1990s led many countries to rapidly build up 
their holdings of foreign reserves to counter specula- 
tive attacks on their currency. Reserves now amount 
to more than 30 per cent of developing countries" 
GDP, enough to finance almost one year of imports. 
But this individual response has come at a signifi 
cant price. Most central banks hold foreign exchange 


reserves in the form of low-yielding, short-term US. 
‘Treasury (and other) securities; the accumulation of 
reserves by developing countries created an important 
opportunity cost (the difference between what gov- 
ernments might have earned by investing these assets 
elsewhere versus keeping them in low-yielding securi- 
ties). In most cases, for instance, investing the same 
amount in the domestic economy would have yielded 
a significantly higher return, According to a recent 
study, the income loss due to this difference in yields 
amounts to close to 1 per cent of GDP (Rodrik 20066). 
Leaving aside the question of whether this insurance 
against the vagaries of financial integration comes at 
an acceptable price, such a solution is only available 
to a small number of countries, and therefore is not 
a viable alternative to international action to provide 
liquidity to countries facing financial crises. 

Finally, when countries address the issues of ‘temp- 
tation to free ride’ and ‘inhibiting fear’, they may 
encounter a third problem—how to negotiate the 
distribution of gains and losses from a possible agree- 
ment. This ‘where to meet’ problem can be seen in 
cases of international cooperation such as a decision 
on how much to contribute to common support funds, 
how and to what extent to intervene in currency mar- 
kets, and in the trade-off between quotas, tariffs, and 
subsidies in trade negotiations (see Box 3.1). For ex- 
ample, as part of the bargaining over the creation of 


Goods and the Problems of 
Cooperation 


In examining the problem of collaboration, we can use the 
concept of ‘type of goods' to examine more rigorously the 
problem of incentives to free ride, fear that one’s counterparts 
wil fail to follow good polices, and the distributive conflicts that 
might ensue over where to meet. In a capitalist economy, 
private firms produce goods such as wheat, clothing, computers, 
‘and services such as financial products insurance, and the fike. 
‘Such goods are generally referred to as private goods. based on 
‘wo characteristics: the goods are generally exclidable and are. 
‘ot joint in consumption. The concept of exciudable means that 
‘goods can be withheld from those who do not pay for them: not 
Joint in consumption means that when a consumer utlizes the 
‘gpod. it s exhausted and cannot be used by others without 
‘additional production. In addition to private goods, other goods 
may be desired, such as national defence or parks These goods 
are characterized by the lack of ability to create exclusion and 





the jointness of their consumption, and they are known as 
public goods. Because anyone can have access to these goods 
‘once they are produced, consumers will misrepresent their 
‘demand for such goods as they can obtain them once they are 
‘Produced and 'free ride! In such cases, the private sector will 
‘not produce public goods, and governments will coerce citizens 
‘to pay for such goods through mechanisms such as taxation. a 
\g00d is characterized by lack of exclusion and lack of jointness, 
then such 2 good is referred to as a common pool resource, 
Examples of such goods include fishin the oceans, or even, as a 
limiting case, a public park. Thus ifthe ocean is overfished. fish 
«will cease to reproduce and die out. Similarly, while parks are 
‘often seen as public goods, too many users of a park create 
‘crowding, which impairs the enjoyment of the good for others. 
Private actors willbe particularly reluctant to produce such 
‘goods, and even governments willbe concerned about the 
[problem of too many users. Finally inclusive cub goods refer to 
‘goods that may be excludable and yet be joint in consumption. 
‘These include goods such as software, music, and iterature, 
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‘which the private sector has a great incentive to produce. Once 
‘unit of the good is produced, it can be distributed at either 
litte or no cost. Indeed, firms may quickly develop a monopoly 
in the production of such goods if they are the first movers who 
‘make the good, and thus face regulation. For example, if firm 
launches a satelite to beam television programmes to 
‘consumers, while the initial cost of securing a rocket to put the 
satelite in orbit will be great, once the satelite i in operation, 
‘the programmes can be disseminated to large numbers of 
‘consumers, Private firms will generally attempt to regulate 
consumption by encoding the transmission to prevent free 
‘riding, Alternatively, governments may simply regulate the 
industry and consumer behaviour to prevent consumption 
‘without paying (for example, penalties for copyright 
infringement). 

Figure 3,1 summarizes the four types of goods. 

How do the problems of creating various types of goods play 
‘out in the international arena, and what obstacles do states face 
inachieving cooperation? Consider the case of cooperation 
with respect to global warming, Itis now well documented that 
‘emissions of greenhouse gases, in particular CO, due to human, 
activity (in particular the burning of fossil fuels) have reached 
(evels that lead to an important warming of average 
‘temperatures on earth with potentially dramatic impact on 
‘Populations in the medium to long term. Yet, because reducing 
the emissions of greenhouse gases is a costly process that may 
require deep restructuring of energy production and use, the 
‘negotiations over how much or how quickly to limit those gases 
‘has been an internationally contentious issue. The public good 
‘nature of the problem can be seen in the incentives to free ride: 
‘by various countries who wish to benefit from the reduction in 
‘emissions of greenhouse gases but do nat want to bear the 
costs of reducing their emissions. There isa severe distributive 
conflict (Where to meet’) as actors debate the levels of 
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reduction for developed and developing countries. The latter 
‘fear to derail economic development to fight a phenomenon 
largely associated with the economic development since the 
‘mid 1800s of current developed economies. With respect to 
‘crowding, at the extreme, limiting global warming has common 
pool resource properties, because jointness may be impaired if 
‘one country (ora small number of countries) produces a huge 
amount of emissions that then spread evenly in the 
‘atmosphere. 


1n 1992, States recognized the need to take action to limit global 
warming with the adoption of United Nations Framework. 
‘Convention on Climate Change (UNFCCC) that established 
‘the Conference of the Parties (COP) as its highest authority to 
develop an international climate change regime. So far the most 
important pillar of this regime has been the Kyoto protocol 
adopted in 1997 by the COP and entered into force in 2006, 
‘The protocol set binding targets for the reduction of 
greenhouse gases by 37 industrialized countries (the so-called 
‘Annex | countries) as well asa general commitment for all 
{70ups of countries. The originality of the protocol is that it 
defines ‘flecble mechanisms’ to help industrialized economies 
‘meet their targets. including the trading of emission ‘rights, the 
transfer of ‘dean energy’ technology to developing nations (the 
so-called Clean Development Mechanism) as well as the 
possibilty of joint implementation. But whereas the flexibility of 
‘implementation for industrialized economies and the lack of 
binding commitments for developing countries were essential 
{or the adoption of the Kyoto protocol. they have severely 
limited its impact on the limitation of global warming, There isa 
dear need to do more, inducing by developing countries, and 
within a stronger monitoring framework. Yet discussions have 
been impeded by severe distributive conflicts (on financial 
‘commitments in particular) both within industrialized countries 
and between industrialized and developing countries. The 
agreement reached in December 2015 at the 2st meeting of 
‘the Parties in Paris brought hope of change and progress 
‘towards the objective of curbing warming. According to the 
‘agreement, all parties have to ‘undertake ambitious efforts’ 
(art 3) inthe view of reaching the objective to hold ‘the increase 
in the global average temperature to well below 2 °C above 
pre-industrial levels (art. 2). Although the pace and intensity of 
cfforts wil take into account differences in levels of economic 
development. the Paris agreement extends the obligation of 
‘taking concrete action to all countries. This came about at the 
price of significant financial assistance given by developed 
‘countries to developing ones, which could open new discussions 
‘on the dstribution of costs and benefits, 

With respect to indusive cub goods, the debate over standards 
abso illustrates the problem of where to meet! Ifa firm 
cominces its government to advocate the choice of its standard 








Cooperation and Conflict in the Global Political Economy 





in international negotiations, the firm may be able to gain a 
significant advantage over its competitors. Even less firm-driven 
‘choices may influence costs and benefits, and lead to possible 
conflict. For example, the implementation of international 
financial reporting standards (IFRS) developed under the 
‘auspices of the International Accounting Standards Board (IASB) 
led to fierce debates and discussions within the European Union 
before its final implementation in January 2005, The IFRS 


‘comerstone the notion of far value accounting (FVA) that 
_aims at assigning market values to assets. Whereas ths had been 
the standard adopted in the Anglo-Saxon world, continental 
European firms had relied on a more ‘prudent’ way with a 
valuation based on the balance sheet and a low valuation of 
assets. The move towards a new standard significantly increased 
‘the risk of hostile takeover of companies that would become: 
‘suddenly more attractive due to ‘hidden’ reserves. 





a common pool of resources to support financial sta- 
bility, there is likely to be considerable debate about 
the criteria for which country should contribute how 
much. This burden-sharing decision has often been a 
problem historically. Intervention in currency markets 
is also controversial. Although some national interven- 
tion to maintain stable currencies may be warranted 
in that it helps governments to obtain various national 
economic objectives such as controlling the rate of 
inflation, the US has often accused Japan and China 
(and other East Asian states) of manipulating their ex- 
change rate to gain a competitive advantage in trade. 

Burden-sharing problems may also be part of the 
problem of trade liberalization. A good example has 
been the ongoing conflict with respect to the reduc- 
tion of agricultural support schemes used by devel- 
oped countries (and often by developing countries as 
well) to protect their farmers. Addressing the free rid- 
ing temptation has been hampered by the difficulty to 
find an agreement at a lower level of support. 


KEY POINTS ] 


‘International cooperation can help to address three 
‘typical problems associated with the process of global 
integration: a temptation to free ride, an inhibiting fear, 
and a need to find meeting points in situations where 
collaboration will produce differing costs and benefits to 
governments. 

+ A country’s need for international cooperation depends 
on its sociopolitical structure as well as on the structure 
and flexiblity ofits economy. 

+ Different types of problems associated with the process 
Of global integration cal for dfferent solutions to address 
‘the three typical problems, ranging from the provision of 
binding rules to facilitating mechanisms. 





International cooperation: a 
strategic interdependence approach 


Our discussion so far has highlighted the potentially 
important role of international cooperation in en- 
hancing the prospects for global economic integra- 
tion. Yet, as the ‘where to meet problem’ shows, such 
cooperation may itself entail varying costs and ben- 
efits for participating states and its successful negotia- 
tion is therefore not a foregone conclusion. To further 
explore the challenges of international cooperation, 
we can utilize a game-theoretic approach to examine 
interdependent decision-making. A country’s choice 
depends both on its cost-benefit evaluation of the 
various outcomes and on its expectations regarding 
the choices of other actors. Game theory provides 
useful tools to analyse actors’ behaviour in such a con- 
text. Key features of actors’ interactions are captured 
through ‘games’ that describe the choices available to 
actors (players in the game), their evaluations of po- 
tential outcomes, as well as the information they have 
when they make their choices. 

‘To keep this chapter's discussion of game theory as 
parsimonious as possible, we focus on simple games 
with two persons and two strategies per person (see 
Box 3.2). We further assume that actors have exten- 
sive knowledge of the other actor's preferences but 
that they cannot observe his or her actual choices. 
Obviously, in real-life situations, actors may have less 
information about preferences and/or may be able to 
observe the other's behaviour. Our modelling choices 
may appear to oversimplify real-life examples but, as 
several authors have already shown, simple models can 
clearly reveal the decisions that governments face in 
attempting to deal with fundamental aspects of inter- 
dependence (Cooper 1975; Snidal 1985; Martin 1992; 
Ziirn 1992; Aggarwal and Dupont 1999; Drezner 2007). 
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Game Theory and Its Critics 


‘Game theory has become a standard tool for analysis of 
situations of interdependence in socal sciences Aside from ts 
predictive aim, game theory has a strong appeal for anyone 
‘engaged in explanation, investigation, or prescription It often 
makes ostensibly puzzling processes intelligible, without 
attributing causality to factors such as the incompetence, 
irresponsibility or lack of concer of decision-makers. 
‘Whatever its value, however, the use of game theory poses 
severe methodological problems that have prompted intense 
debates in the literature. Critics have traditionally emphasized 
(|) the overstretching of the concept of rationality and (2) the 
zap between abstract theoretical concepts and real phenomena. 
Regarding the notion of rationality, most applications of game 
theory assume that players interacting under conditions of 
imperfect information, possess a very high computational ability 
‘To make their decisions, plyers must evahsate a host of possible 
‘worlds on the basis of the knowledge commonly shared with 
‘others or privately known. This kind of situation often implies 
that players engage in comparative reasoning about a large set 
of possible worlds. Leeway in their interpretation often leads to 
a myriad of possible equilibria, which significantly decreases the 
predictive power of game theory. To avoid this indeterminacy, 
‘most game theorists have refined the concept of ‘rationality to 
allow the selection of one or very few equilibria among the vast 
intial array For example, one might assume that people always 
‘choose to buy the cheapest product available (even though we 





know that many people buy based on brand name, reputation, 
cor other factors) because it makes the choices of actors easier 
‘tomap. Most of these refinements to the concept of rationality 
‘thus lack empirical grounding. 


‘A more recent controversy has focused on the empirical 
contribution of rational choice approaches to politics, including 
‘game-theoretic work. A variety of pathologies have prevented 
rational choice theory from improving our understanding of 
politics. In particular, rational choice theorists are, according to 
‘these critics, method-driven rather than problem-driven. In 
cother words instead of focusing on building models that 
accurately reflect decision-making in the real world, game 
‘theorists (according to critics) are more concerned with 
‘constructing elegant models. As a consequence, game 
‘theorists tend to neglect issues of empirical testing and 
‘therefore to undermine the scientific value of rational 

choice theory, 

‘Although there clearly remain weaknesses in most game- 
theoretic analyses of international relations the link between, 
‘theory and empirics has clearly improved over the last decade, 
Users of game theory have used different techniques to check 
the validity oftheir models based on a comparison with realty, 
‘The dominant approach has been indirect testing through 
statistical analysis using either large-N data sets or a series of 
case studies. Another approach has been to use case studies to 
trace the behavioural attitude of actors and check them with 
‘specific predictions of models. 








Each of the three typical problems discussed in the 
previous discussion can be depicted with a specific 
game. We address them in turn and then focus on situ- 
ations that represent mixed situations. 


‘Free riding temptation’: the Prisoner’s 
Dilemma 


As we have seen, global economic integration re- 
mains fragile due to countries’ political difficulties in 
implementing potentially costly economic changes— 
albeit ones that are economically positive. They may 
be tempted to free ride on others’ policy changes 
to take advantage of their gains from their trading 
partners opening their markets, which may in turn 
affect others’ policy choices, and possibly bring an 
end to global economic liberalization. This situation 
is aptly captured with the game called the Prisoner's 
Dilemma (PD). 


‘The PD models situation in which two individuals 
are involved ina robbery and are caught near the scene 
of the crime. The district attorney (the DA or prosecu- 
tor) does not have sufficient evidence to convict either 
of the suspects of robbery unless at least one of them 
reveals additional information to him, but he has some 
evidence to convict both of them of a lesser crime (for 
instance, reckless driving or carrying a firearm). The 
DA wants more information to convict both suspects 
fora long period. The two prisoners are placed in sepa- 
rate interrogation rooms. The DA tells each prisoner 
that if they confess and reveal the truth, they will get 
a much lighter sentence. If both prisoners confess 
(Strategy S2 in the game depicted in Figure 3.2) how- 
ever, they get a heavier sentence than they would have 
received if they had both remained silent (Strategy S1 
in Figure 3.2) where they would have been charged 
with the lesser crime (when both confess, the DA 
has the evidence to convict both on the more serious 
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Figure 3.2 Prisoner’ Dilemma Game (ordinal form) 
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offences). Confessing to the DA could bring the min- 
imal sentence if the other one does not confess but 
could also lead to a lengthier sentence if the other 
also confesses, Remaining silent, on the other hand, 
may lead to either a moderate sanction if the other 
prisoner remains silent, or the maximum penalty if 
the other one speaks to the attorney, Facing this situa- 
tion, and unable to communicate, the logical strategy 
for both prisoners is to choose to confess. They do so 
because confessing to the DA is individually always 
a safer strategy than remaining silent. The key point 
of the PD game is that actors may face a structure of 
interaction that prevents them from reaching a coop- 
erative solution even though such a solution would be 
optimal for both of them. 

‘This story can be generalized using the game de- 
picted in Figure 3.2, The numbers in the various cells 
indicate the preferences of players on an ordinal rank- 
ing scale, with four being the most preferred situation 
and one the least preferred. In the following figures, 
the first number in each box refers to Player Alpha’s 
preference, while the second number refers to Player 
Beta’s preference (thus ‘4,1° is Alpha’s most preferred 
outcome and Beta’s least preferred outcome). 

As Figure 3.2 shows, both players have a dominant 
strategy (confess, Strategy 2) that leads to what is 
called the Nash Equilibrium outcome, which is in the 
lower-right cell of the matrix. A Nash Equilibrium is 
an outcome in which none of the players can improve 
his (her) situation by changing his (her) individual 
strategy. But if both players switch to Strategy 1 (re- 
main silent) in the matrix in Figure 3.2, each of them 
gets a better outcome (upper left cell). Yet ironically, 
this collectively optimal situation, also known as a 
Pareto-optimal outcome (Pareto-efficient outcomes 
are defined as outcomes from which no actor could 
become better off without worsening the pay-offs to 


another actor), is unstable because each actor can im- 
prove his or her own welfare by individually switch- 
ing strategy to the cells in the upper-right or lower-left 
corners of the matrix. 

Within international political economy, the PD has 
been widely used to illustrate the problem of recipro- 
cal trade liberalization (Grossman and Helpman 1995; 
Hoekman and Kosteki 1995; Maggi 1999), The diffi- 
culties in monitoring partners’ trade policies, and the 
potential political benefits to governments from open 
export markets and closed domestic markets often 
push states to back out of their commitments to re- 
ciprocate trade liberalization measures. As Conybeare 
shows (1984), this argument particularly applies to 
countries with large domestic markets, as these coun- 
tries are less dependent on the success of trade liber- 
alization (this makes the utilities of the lower-right cell 
in Figure 3.2 relatively acceptable) and such countries 
can also positively affect world prices through their 
tariff policy (imposing a tariff on imports lowers the 
price that other countries will receive for their ex- 
ports). For smaller countries, though, the PD is not an 
adequate depiction of their trade situations, Rather, 
smaller countries tend to have preferences that reflect 
the game of chicken, a situation that we discuss later. 

Another typical application of the PD in interna- 
tional political economy has been in examining the 
collective management of resources. Whereas coun- 
tries producing particular commodities traded on 
world markets would prefer a situation where they 
all manage production so as to keep prices sufficiently 
high—by forming a cartel such as OPEC (Organiza- 
tion of Petroleum Exporting Countries)—individual 
countries face the temptation to ‘cheat’ by increasing 
extraction or production of those commodities so as to 
maximize their individual income. As a result, acting 
collectively to keep commodity prices stable—in com- 
modities such as coffee, tin, and even oil—has been a 
daunting task, particularly for developing countries. 


‘Inhibiting fear’: assurance games 


The second typical problem that a country secking 
to enter international cooperation faces comes from 
the uncertainty of benefits and costs linked to integra- 
tion in the world economy. Global economic integra- 
tion brings its full benefits when most countries are 
part of it and adopt appropriate policies. When some 
countries make mistakes, or if liberalization policies 
lose momentum, international markets may react 
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abruptly. If states become paralysed by this likelihood, 
the whole world may revert to a much lower level of 
integration. This situation is best modelled through 
another category of game—assurance games. 

One specific example of an assurance game is ‘Stag 
Hunt’, depicted in Figure 3.3. The name of the game 
comes from the story of two hunters chasing a stag 
They go out before dawn and take positions on differ- 
ent sides of an area where they think a stag is hiding, 
They have a mutual understanding to shoot only at 
the stag (Strategy S1 in the game depicted in Figure 
3.3). Shooting at any other wild animal, say a hare 
(Strategy $2), would lead them to miss shooting the 
stag because the stag would be frightened by the noise 
and stay put in its hiding place. As time goes by and 
as dawn arrives, however, both hunters start thinking 
that going back home with a hare might be better than 
continuing to wait for the stag to come out of hiding. 
If each of them thinks that the other one will eventu- 
ally yield to the temptation to shoot ata hare, they will 
both end up killing a hare—a better outcome than not 
catching anything but clearly much less attractive than 
sharing a stag. 

In Stag Hunt, players share a single most preferred 
outcome—i.e. a Pareto-optimal Nash Equilibrium— 
but they do not have dominant strategies. Asa result, 
there is a second, Pareto-deficient, equilibrium out- 
come. In such a game, reaching the Pareto-optimal 
equilibrium is not a foregone conclusion. Doubts 
about the willingness of one’s counterpart to choose 
strategy S1 (shoot the stag) might push a player to 
choose strategy $2 (shoot a hare), which guarantees 
for that individual the highest minimal gain. Yet, such 
an outcome is rather unlikely because of the attrac- 
tion of the upper-left cell. In contrast to the PD game, 
it is not the temptation to reap additional gains that 


may prevent actors to be in the upper-left cell of the 
game but their anticipation of a possible mistake or 
unintentional move by the other one. 

Financial globalization has features of a stag hunt 
game. With increasing capital flows among coun- 
tries, global capital markets become deeper and pro- 
vide greater opportunities for individual countries. 
Yet, policy mistakes by some countries may quickly 
destabilize markets. Fear of the potential negative im- 
pact of such a destabilization may lead countries to 
implement measures to slow down or restrict capital 
‘movements. Such a move may lead to changesin other 
actors’ expectations and quickly drive the world, or at 
least a region of the world, to a much lower level of 
integration. This new situation could have the advan- 
tage of being less risky for countries but is unlikely to 
bring as many opportunities for investment and there- 
fore reduce growth prospects. 


‘Where to meet’: coordination games 


Whereas market liberalization is essential for global 
economic integration and increased prosperity, sus- 
tainable global integration requires some market 
supervision. This supervision in turn requires co- 
operative action by countries. The difficulty, how- 
ever, is that there are often many ways to supervise 
markets and countries may differ on their preferred 
coordination point because potential solutions vary 
in their costs and benefits. This strategic context cor- 
responds to a game of coordination. In the specific 
game depicted in Figure 3.4, actors have to choose 
among Pareto-optimal outcomes. Its name, ‘Battle of 
the Sexes’, comes from the story of a husband and 
wife who have to decide where to spend their evening 
after work. They either can go to the opera or watch 











Figure 3.3 Assurance game (Stag Hunt) 
(ordinal form) 
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Figure 3.4 Coordination game (Battle of the Sexes) 
(ordinal form) 
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a football match. Neither spouse derives much pleas- 
ure by being without the other one but they differ on 
the best choice. The husband would prefer to watch 
football (strategy S1 in Figure 3.4) whereas the wife 
would prefer the opera (strategy S2 in Figure 3.4). In 
the story, both are getting off of work and have to rush 
to either the stadium or opera. They cannot commu- 
nicate with each other (say the batteries of their cell 
phones are dead), and have to meet at one of the loca- 
tions. If each of them follows their preferred solution, 
they end up at different locations, which both regard 
as a bad outcome. Perversely, if both of them want 
to please the other one by choosing the location that 
they know that their partner prefers, they also end up 
being separated. Thus, they have to somehow implic- 
itly coordinate, with one making a concession and the 
other getting his/her first choice. Figure 3.4 provides a 
generalization of that story. 

In the Battle of the Sexes, none of the players has a 
dominant strategy. Player Alpha prefers to play Strat- 
egy 1 when Player Beta chooses Strategy 1 and pre- 
fers Strategy 2 when Player Alpha chooses Strategy 
2. With Player Beta having the same preferences as 
Alpha, the game has two equilibrium outcomes—the 
upper-left and lower-right cells in Figure 3.4. These 
two outcomes are clearly Pareto-superior to the two 
other possible outcomes, but actors will disagree on 
which one to choose. Player Alpha prefers the upper- 
left cell whereas Player Beta prefers to end up in the 
lower-right cell. Both players want to avoid being sepa- 
rated but each player prefers a different outcome. 

In international political economy, efforts by de- 
veloped countries to choose mutually compatible 
macroeconomic policies typically reflect games of 
coordination (Putnam and Bayne 1987). For instance, 
when there is high volatility in financial and exchange 
rate markets, coordinated responses by leading coun- 
tries would often be best but each country would like 
to choose the policy mix that best fits its own domes- 
tic constraints. Coordination was a key challenge in 
efforts to address the 2008-9 Global Financial Crisis 
and the ensuing 2009-12 global recession. Whereas 
major central banks were able to coordinate their 
actions to contain the stress in financial markets to a 
reasonable extent, governments have had more dif. 
ficulty in implementing concerted fiscal responses. 
Some countries, such as the United States, engaged in 
large fiscal stimulus, while others were more reluctant 
to use fiscal policy out of concern for the health of 
public finances. This asymmetry fuelled a concern for 


free riding where a country would benefit from the ef- 
forts of its neighbours, as their stimulus plans boost its 
exports without affecting its fiscal stance. As a result, 
countries resorting to large stimulus tended to adopt 
‘nationalist’ or protectionist policies to channel gov- 
ernment funding to national firms. To offset this sub- 
optimal dynamic, major economies have promoted 
the use of a new informal grouping—the G20—as a 
forum in which heads of states have repeatedly com- 
mitted to concerted plans of action and pledged to 
refrain from protectionist measures. Yet, despite high 
hopes following the meetings held in London and 
Pittsburgh in 2009 (Cooper 2010), the new forum has 
gradually lost momentum and the governance of in- 
ternational financial matters looks very similar to the 
pre-crisis situation (Helleiner 2014b). 

Another prominent example is the choice of in- 
ternational monetary system (Cooper 1975). Discus- 
sions between the USA and Great Britain during the 
Second World War regarding the architecture of the 
future international economic order revealed that, 
although both countries agreed on the absolute need 
for coordination, they fought over the details of the 
new order, with each trying to impose its own plan. A 
‘more recent example was the debate within the Euro- 
pean Union over the design of monetary union, which 
saw Britain, France, and Germany proposing different 
solutions for some economic and monetary conver- 
gence between member states as well as for rules of 
fiscal behaviour within the monetary union (Wolf and 
Zangl 1996). At the global level, in the aftermath of 
the recent Global Financial Crisis, Russia and China 
have aired the idea of finding an alternative to the cur- 
rent dollar-dominated system. They have not however 
been able to push this onto the financial agenda of the 
G20 whose performance on matters of monetary and 
financial governance has fallen short of expectations 
(Vestergaard and Wade 2012; Helleiner 2014b). 


Mixed situations: Chicken, Called 
Bluff, and Suasion 


‘We now turn to games that capture situations in which 
more than one typical problem of cooperation may be 
present or in which the actors may view the structure 
of the problem differently. We begin with the game of 
Chicken that combines the features of the temptation 
to free ride as well as distributive tensions between the 
actors. This game, depicted in Figure 3.5, builds on 
the story of two cars, travelling in opposite directions, 
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Figure 3.5. Chicken Game (ordinal form) 
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speeding down the middle of the road towards one 
another. Inside each car sits a driver who wants to im- 
press his respective passenger that he is a tough person 
(ie. demonstrate resolve). The best way to do $0 is to 
continue driving straight down the middle of the road 
(strategy S2 in the game depicted in Figure 3.5)—even 
when the car coming in the opposite direction comes 
dangerously close. Yet, if at least one driver does not 
swerve, the outcome will be disastrous and both cars 
will crash, killing everyone. To avoid this unfortunate 
outcome, at least one driver will have to yield and 
swerve (strategy S1 in Figure 3.5), but both would like 
the other one to be the ‘Chicken’ who swerves. 

The distributive tension between two equilib- 
rium outcomes is a typical feature of the coordina- 
tion games discussed earlier. But in contrast to those 
games, the game of Chicken has a third outcome that 
is collectively optimal—the compromise solution in 
the upper-left cell. As in the PD, however, this out- 
come is not stable and actors have a strong temptation 
to revert to one of the two equilibriums represented 
in boldface in Figure 3.5. As such, the Chicken game 
helps to capture more complex situations faced by 
countries attempting to engage in international coop- 
eration (Stein 1982). 

In the context of the global political economy, 
Chicken games are useful depictions of the complex 
structure of burden sharing that occurs within a group 
of powerful players. For instance, when there is mon- 
etary and financial stability in the global economy, the 
US and the EU may tend to resist making public com- 
mitments to international cooperation unless there is 
a clear sign that the other party will act similarly: Get- 
ting out of a trade negotiation stalemate or dispute can 
also be a Chicken-like situation in which each actor is 
unwilling to agree on any asymmetric solutions. 

To this point, we have only considered cases 
where actors have symmetrical preferences. We now 


examine two interesting asymmetric games, the first of 
which has one player whose preferences are those of 
the PD game, and a second player with a structure of 
preferences of the Chicken game. The resulting asym- 
metric game, known as the game of ‘Called Bluff’, is 
depicted in Figure 3.6. 

Player Alpha has PD preferences with a dominant 
strategy to play S2, whereas Player Beta has Chicken 
preferences with a preferred choice of $2 if Alpha 
chooses $1 and a choice of $1 if Alpha chooses S2. 
Yet in this game, owing to the asymmetry in pay-offs, 
Beta knows that Alpha has a dominant strategy of S2, 
Beta therefore should choose S1, leading to the equi- 
librium outcome in the lower-left cell in Figure 3.6. 
Here, Player Alpha gets his most preferred outcome, 
whereas Player Beta gets her second worse outcome. 
This scenario can be used to analyse situations where 
stronger countries or actors can take advantage of the 
other's weakness and shift the burden of cost of coop- 
erative action onto the weaker party. This outcome is 
caused by the difference in actors’ sensitivity (vulner- 
ability) to the need for cooperation itself. The player 
with the less dependence on the need for cooperation 
(Beta in Figure 3.6) is able to free ride on the other 
player (Alpha in Figure 3.6), Given the lack of capacity 
of the weaker actor to sustain cooperation alone, this 
often leads to a breakdown of international action. 

A good illustration of this situation is the monetary 
policy of Germany and Japan in the 1960s, in the con- 
text of the Bretton Woods fixed exchange rate system. 
‘The stronger player, the United States, asked these 
countries to revalue their currencies to help boost the 
competitiveness of US exports and relieve the pressure 
on the dollar. These countries refused to undertake 
significant revaluations, which thus had increasingly 
costly implications for the US economy and, ulti- 
mately under the Nixon administration, the US sim- 
ply forced the burden of adjustment on the weaker 





Figure 3.6 Called Bluff (ordinal form) 
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Figure 3.7 Harmony (ordinal form) 
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countries by breaking the link between the dollar and 
gold and imposing a 10 per cent across-the-board tar- 
iff. This action led to the end of the Bretton Woods 
system (see Helleiner, Chapter 8 in this volume). 

A second case of asymmetry is a game with one 
player having preferences oriented towards coopera- 
tion and the other one having Chicken preferences. In 
the game of ‘Suasion’, Player Beta has preferences sim- 
ilar to a player in the Chicken game but Player Alpha 
has preferences that are typical of another game, the 
game of Harmony. The basic feature of Harmony 
games (see Figure 3.7) is that both players not only 
dislike acting separately (as in the case of coordina- 
tion games) but they also do not differ on the best 
outcome. They both therefore have a dominant strat- 
egy to do the same thing. Cooperation is, so to speak, 
naturally guaranteed (as, for instance, in nineteenth- 
century liberal assumptions about international eco- 
nomic relations, which argued that everyone would 
generally be made better off with free trade and open 
markets more generally). 

Combining a player with Chicken preferences and 
a player with Harmony preferences yields the game 
depicted in Figure 3.8, known as the game of ‘Suasion’ 
(Martin 1992). 





Figure 3.8 Suasion (ordinal form) 
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‘The predicted outcome of the Suasion game shares 
some similarity with that of the game of Called Bluff 
illustrated in Figure 3.6. Both games feature a situa- 
tion in which one player gets its most preferred out- 
come. However, the difference between these two 
games is that in Suasion, the ‘stronger’ player (Alpha 
in Figure 3.8) gets his second best outcome, which re- 
sults from the choice of his dominant strategy ($1 in 
Figure 3.8). Put into the context of international co- 
operation, this clearly reflects a situation in which an 
actor perceives the benefits of international action to 
be much more than its associated costs. Because this 
actor (Alpha) absolutely wants to carry through action 
at the international level and is assumed to have the 
capability to do so, other actors (Beta) are in a situa- 
tion whereby they will let him (Alpha) undertake the 
bulk of the effort, and will enjoy the benefits at low or 
no costs to themselves. 

‘One can view this as a situation as one of the tyr- 
anny of the weak, which is in sharp contrast to the 
game of Called Bluff. Note, however, that the stronger 
player is not forced into an asymmetric outcome by 
the behaviour of the weak, but by his own preferences. 
From this perspective, the Suasion game features an 
‘opportunistic attitude by the weak rather than a delib- 
rately tyrannical outlook. Martin (1992) argues that 
this game illustrates the Western world’s restriction 
of technology exports to the Soviet Union during the 
Cold War. Control of technology sales to the Soviet 
bloc was done through the Coordinating Committee 
on Export Controls (COCOM). Within it, however, 
the United States had a dominant strategy to control 
technology whereas European states were more op- 
portunistic. They could benefit from sales to the So- 
viet bloc without jeopardizing the overall balance of 
power between the two blocs. The US was dissatisfied 
with this situation and had to persuade Europeans to 
participate fully with COCOM. 

More generally, this type of game relates to situa- 
tions where one actor (or group of actors) can under- 
take actions that are immune (up to some degree) to 
the free riding behaviour of other countries. For ex- 
ample, tax havens in small countries were ‘tolerated’ 
by bigger countries as long as the latter could use capi- 
tal movement restrictions to secure financial stabil- 
ity. When capital restrictions were dismantled, there 
‘were significant increases in the efforts to circumvent 
the free riding behaviour of tax havens. Such free rid- 
ing became politically intolerable with the advent of 
the Global Financial Crisis, which required global 
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coordination efforts. The G20 countries put signifi- 
cant pressure on ‘renegade’ countries with the prepa- 
ration of a blacklist by the Organisation for Economic 
Co-operation and Development (OECD). 


KEY POINTS 


+ Each of the typical problems of international cooperation 
‘an be viewed through the lens of strategic decision-making, 

*+ Game theory can help us analyse interdependent 
decision-making. 

*+ Cooperation can be expected to fail either due to actors’ 
incentives to cheat, to actors’ sensitivities to distribution 
issues, or to lack of confidence in the other actor's 
behaviour. 

+ Problems of distribution and free riding may be combined 
in real-world situations; some games are able to model 
‘these combinations. 

*+ Differences in resources or in the perceived need for 
cooperation result in situations of asymmetric burden 
sharing, 











International cooperation: a variety 
of solutions 


‘The discussion of cooperation problems in the global 
political economy highlights the varied nature of the 
challenges facing actors. We now turn to the question 
of how to address these challenges. In particular, we 
focus on the role that international institutions can 
play in addressing cooperation problems. Our analysis 
begins with situations where the problems can be ad- 
dressed without institutions and then turns to cases 
where institutions help the process of cooperation. 


International action without 
international institutions 


In most of the games that we have examined, indi- 
vidual actions by both players lead, or may lead, to an 
outcome that we can characterize as collectively opti- 
mal because there is no welfare loss. Yet, this notion 
of optimality tends to be short sighted because the 
asymmetric outcomes of the Called Bluff, Suasion, 
Chicken, and even coordination games are optimal 
only in terms of a narrow view of collective welfare. 
Such a conception of welfare does not obviate the 


problems of the distribution of gains that may either 
make the road to an agreement difficult or plague 
the likelihood of collaboration. As we discuss later, 
institutions may play useful roles in addressing these 
problems, but collaboration may also occur through 
individual actions. 

Individual, decentralized, action can also be op- 
timal in the thorny case of the PD. Yet, for this to 
happen, we must relax the Baseline assumption that 
players play the game only once and allow them to 
have repeated interactions through time (Axelrod and 
Keohane 1986; Taylor 1987; Sandler 1992; Cornes and 
Sandler 1996). When players expect to meet again in 
the future, they may be more willing to cooperate. Yet 
even under such conditions of iteration, however, co- 
operation is not a foregone conclusion. For example, 
if the expected net value of cooperation is too low 
(for example, actors may overly discount the impor- 
tance of future iterations owing to a dire economic 
or political situation at home for governments), the 
temptation to free ride cannot be overcome. The PD 
demonstrates that, if defection by one actor would 
generate high costs for the other actor (resulting in 
a lengthy prison sentence in PD), or if actors cannot 
gather information easily, actors may not reach a Pa- 
reto-optimal outcome. 

Applied to the case of trade liberalization, repeated 
interaction is not sufficient to ensure cooperative 
behaviour for governments that are under heavy do- 
mestic pressure, as the temptation to reap immediate 
political gains through defection may simply be too 
great. Domestic pressure may be particularly high 
in democratic countries where economic groups 
or citizens have easy access to the political sphere, 
in countries with a political system that tends to fa- 
vour coalition governments, or in countries without 
strongly embedded social consultation mechanisms. 
Conversely, the cost of defection may be too high 
when actors invest heavily in cooperative efforts and 
value the outcome produced by cooperation. In such 
cases, they are significantly more reluctant to jeopard- 
ize cooperation, even if others have undertaken free 
riding behaviour. 

‘A world without international institutions is also 
not universally effective in securing the exchange of 
goods. As longs trading partners have access to other 
markets for their products, an institution-free world 
can workin the context of global trade, because coun- 
tries can simply turn to another market if a breach in 
the trading relationship occurs. Yetif there is only one 
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partner that is interested in the goods produced, or if 
it would be more costly to trade with other partners, 
such an option does not exist. If 2 country cannot 
threaten to sell its goods elsewhere, another country 
‘may take advantage of it. Another important qualifi- 
cation for successful institution-free contexts is if one 
(or both) of the parties has made relation-specific in- 
vestments, In such a case, these investments will dis- 
courage defection and may encourage cooperative 
behaviour. 

What other factors might impede cooperation 
when actors cannot rely on international institutions? 
Monitoring will be much more difficult if states only 
have limited information gathering capability. If an 
actor has so little information that, for example, it is 
unsure whether the other actor ‘defected’ on the last 
round, then the prospect of repeated interactions does 
not increase the chances of cooperation. Similarly, an 
expanding number of states, with an expanding range 
of trade products that use increasingly sophisticated 
policies to intervene in markets, makes monitor- 
ing trade policies increasingly difficult. It is therefore 
more difficult to detect non-compliance without the 
help of a third party. 


The role of institutions 


As our discussion earlier suggests, actors may need 
help to sustain collectively optimal outcomes. One 
way that individuals might be able to coordinate their 
choices to achieve desired goals might be through the 
creation or use of international institutions or regimes. 
International regimes have been defined broadly as 
“sets of principle, norms, rules and decision-making 
procedures upon which actors’ expectations converge’ 
(Krasner 1983). To refine this definition, we can dis- 
tinguish between the principles and norms, or ‘meta- 
regime’, and the regime itself, defined as the rules and 
procedures to allow us to distinguish between two very 
different types of constraints on the behaviour of states 
(Aggarwal 1985). In this case, we can use the term insti- 
tution to refer to the combination of a meta-regime and 
a regime—rather than Krasner’s definition. Note that 
an institution is not the same thing as an international 
organization: one can find areas of international collab- 
oration where there are well-defined principles, norms, 
rules, and procedures for actors’ behaviour in the ab- 
sence of an organization such as the IMF, We structure 
our discussion in the following sections around three 
‘major functions of institutions (see Table 3.1). 


























Table 3.1, Problems, games, and institutional roles 
From problems to institutional solutions 

“Free riding temptation’ ‘Inhibiting Fear’ “Where to meet’ 
Strategic game __Prisoner’s Dilemma Stag Hunt (Assurance games) Battle of the Sexes 
Mlustrations Trade liberalization Financial integration Managing adjustments 

Debt rescheduling Trade specialization Muttiateral negotiations 
Role(s) of Channel to enforce contracts Enhancers of cooperation Providers of solutions to 
institutions — monitoring/surveilance — pools of resources distributive conflicts 

— sanctioning mechanisms — suppliers of knowledge and — negotiation fora 

— policy transfer ‘capacity — agenda setting 

= linkages 

Examples of ‘Monitoring/Surveitonce: Articles V and Vil Pools of resources: quota Negotiation fora: WTO 
institutional OF IMF: Trade Policy Review mechanism system in IMF General Councit 
solutions wro: Suppliers of knowedge and Executive Boards IMF and 

‘Sanction Conditionaity IMF; DSBs capaaity: WTO (technical ‘World Banks UNCTAD 

authorization of sanctions WTO cooperation), World Bank, Agenda setting: IMF and 

Palicy transfer: Common Trade policy and IMF UNCTAD. ‘World Bank staff 

Economic and Monetary Union in the 

European union 
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First, institutions can act as channels for the third- 
party enforcement of agreements. To successfully 
‘overcome players’ temptation to free ride, interna- 
tional institutions should be strong, meaning that 
member countries should have specific and binding 
obligations. In particular, agreements that credibly 
restrain actors’ temptation to free ride in trade and 
monetary policy, for instance, need to rely on some 
sort of enforcement mechanism delegated to an inter- 
national institution. At its strongest expression, in the 
European Union or in the WTO, such a mechanism 
relies on an organization—the EU has two such enti- 
ties, the Commission and the Court of Justice—with 
supranational power to monitor, evaluate, and sanc- 
tion (if needed) the behaviour of its members. 

The chances of a cooperative agreement can also 
be enhanced through a different kind of centraliza- 
tion—one that ensures a prompt and undistorted dis- 
semination of information. This type of facility helps 
identify the requirements of multilateral action and 
protects against possible defections. Enforcement can 
also be achieved through either positive incentives, as 
when the IMF provides funds to countries that are fol- 
lowing its policy recommendations, or through puni- 
tive action as when the WTO rules against particular 
state policy. 

Second, international institutions can help craft 
responses to situations characterized by distributive 
tensions among states. They can help states choose 
one among several collective outcomes and eliminate 
some sharply asymmetric outcomes. Institutions may 
also be useful for gathering information about the 
preferences of actors, and through appropriate use 
of agenda setting, may help find focal point solutions 
for both cost sharing and benefit splitting. Institutions 
with a firmly and widely established meta-regime tend 
to perform these tasks extremely well. In contrast, in- 
stitutions lacking a strong meta-regime may have dif- 
ficulty generating possible solutions that are attractive 
to all members. This has often been considered as the 
source of difficulties for the GATT, and its successor 
the WTO. Deep disagreements among GATT mem- 
bers led to the creation of another forum, the United 
Nations Conference on Trade and Development 
(UNCTAD), in the 1960s, and to serious hurdles in the 
negotiations of the extension of the scope of GATT/ 
WTO, as recently revealed during the Doha Round of 
negotiations. The members of UNCTAD had shared 
principles and norms that they felt were not impor- 
tantly addressed in GATT/ WTO. 


‘Third, international institutions can do alot to allay 
actors’ fear or reluctance to engage in cooperative be- 
haviour. Rather than enforcing a particular outcome, 
institutions should enable actors to reach it (by pool- 
ing resources, for example). To help the integration of 
developing countries into the global financial system, 
the IMF provides cheap credit opportunities through 
the contributions subscribed by all members. The 
World Bank finances the development of basic infra- 
structure in developing countries to help them reduce 
poverty. At the European regional level, the European 
Monetary System (EMS) has relied on a decentralized 
system of very short lending facilities among mem- 
bers to help them defend the parity grid that served as 
an anchor to the set of national currencies. 

‘To address enforcement and distribution problems, 
institutions can establish rights for members that ei- 
ther define mechanisms of exclusion or determine 
compensation schemes. In relation to our previous 
discussion of games and cooperation, careful institu- 
tional design can sometimes ‘privatize’ the benefits 
of cooperation, reducing the temptation to free ride. 
‘The reduction of trade barriers almost always applies 
to countries that belong to particular clubs, be they 
regional (see Ravenhill, Chapter 6 in this volume) or 
global. Assigning rights and obligations can also pro- 
duce decentralized cooperation when institutions also 
provide information about the preferences of actors 
and reduce the costs of their discussions to their mini- 
mum. When actors are more certain about who owns 
and is responsible for what (a result of the assignment 
of rights and obligations), cooperation may result. 

Under these conditions, as Coase (1960) suggests, ac- 
tors do not need any centralized power to remedy the 
problem of negative externalities (situations where 
an individual's action negatively affects the well-being 
of another individual in ways that need not be paid 
for according to the existing definition of property 
rights) (Conybeare 1980; Keohane 1984) but should 
find a mutually satisfactory solution through finan- 
cial compensation. The crucial aspect, in the Coasian 
framework, is establishing liabilities for externalities. 
‘The history of international monetary agreements 
provides several examples of the difficulties associated 
with determining satisfactory schemes assigning re- 
sponsibilities to the involved parties. For instance, the 
collapse of the fixed exchange rate systems was largely 
due to the inability of IMF members to redistribute 
the burden of adjustment from the USA to Germany 
and Japan. Difficulties in the so-called European Snake 
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in the early 1970s induced member states to design 
the EMS in such a way as to put the responsibility on 
strong currency members (in particular Germany) to 
intervene as much as weak currency members in de- 
fending existing parities. 

Our brief discussion of the roles of institutions re- 
veals the value associated with information gathering 
and dissemination. Long-term enforcement requires 
identifying prospects for defection, finding a focal 
point based on the constellation of positions, and in- 
forming actors of the overall global context. There- 
fore, a major activity of international institutions is to 
collect information about actors’ behaviour, prefer- 
ences, and the state of the international environment. 


KEY POINTS 


+ Institutions are key instruments for resolving enforcement, 
distribution, and assurance problems. 

“Institutions help assign rights and obligations to 
benefactors of cooperation as well asin defining those 
benefactors. 

* Institutions help make the international scene an 
information-rich environment. 





The formation and evolution 
of institutions 


We have seen that institutions can help cooperation in 
several ways. But how might institutions be formed in 
the first place? And what factors may impact the de- 
sign of institutions? We begin with a broad discussion 
from the literature on international relations and then 
turn to more specific issues. In examining institutions, 
five different approaches in international relations 
have been brought to bear on this problem: Neoreal- 
ism, Neorealist institutionalism, Neo-liberal Institu- 
tionalism, Cognitivism, and Radical Constructivism 
(Aggarwal 1998)." 

Neorealists assume that in an anarchic interna- 
tional system, states must rely primarily on their own 
resources to ensure their security. For neorealist schol- 
ars, thus, regimes and international institutions have 
no significant role in international relations because 


"The term Radical Constructivism was first used by Haas 
(1992); fora more recent synthesis, see Duffield (2007). 


power considerations are predominant in an anar- 
chic world (Waltz 1979; Mearsheimer 1990). In this 
view, as we have discussed earlier, collaboration will 
only be sustainable if states highly value future in- 
teractions, have symmetric resources, and are highly 
interdependent. 

Still within a power-based tradition, though, some 
scholars have examined changes in and the effects of 
international institutions, In this literature, labelled 
Neorealist Institutionalism, the central concern is on 
how regimes affect the distribution of costs and ben- 
efits of state interaction. For analysts in this school 
(Krasner 1983; Aggarwal 1985; Krasner 1991; Knight 
1992), institutions have distributional consequences 
(in other words, the benefits of cooperation may be 
unequal) and can be used as devices to seek and main- 
tain asymmetric gains. They can more broadly help 
control other actors’ behaviour, both at home and 
abroad (Aggarwal 1985). For example, within the do- 
mestic contest, state elites can argue that their hands 
are tied and thus attempt to circumvent pressure for 
particular actions from domestic actors. Examples of 
this include the Mexican government signing onto 
the North American Free Trade Agreement (NAFTA) 
(tying the hands of the Mexican government to a more 
‘open market posture in the face of domestic protec- 
tionist groups) or the American use of the Multi-Fiber 
Arrangement (MFA) to prevent textile and apparel in- 
terests from pressing for excessive protection. 

A central theme in this literature has been the role 
of hegemonic powers in fostering the development of 
institutions through both positive and negative incen- 
tives (Kindleberger 1973; Gilpin 1975; Krasner 1976). 
Benevolent hegemons, for example, may provide pub- 
lic goods (a special type of good, e.g. national defence, 
that cannot practically be withheld from an individual 
without withholding them from all—the ‘nonexclud- 
ability criterion’—and for which the marginal cost of 
an additional person consuming them, once they have 
been produced, is zero; the ‘nonrival consumption’ 
criterion) because their large size makes it worthwhile 
for them to take action on their own to overcome col- 
lective action problems. But while suggesting that re- 
gimes may form when powerful states desire them, 
this approach does not tell us much about the nature 
of regimes. Moreover, scholars in this school overem- 
phasize tensions arising from the differences in the 
distribution of benefits between actors and downplay 
the possibility that actors may not necessarily and as 
acutely think in comparative terms but focus on the 
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positive impact of institutions on their situations. Fi- 
nally, this approach has little to say about actors’ desire 
to pursue multilateral versus bilateral solutions to ac- 
complish their ends. 

Building on these criticisms of the Neorealist ap- 
proach, Neo-liberal institutionalists have examined 
the specific incentives for states to create institutions— 
as opposed to simply engaging in ad hoc bargaining, 
This body of work, taking off from seminal research 
by Oliver Williamson, examines the role of institu- 
tions in lowering the costs involved in choosing, or- 
ganizing, negotiating, and entering into an agreement 
(what he calls transaction costs), and has garnered a 
considerable following in the field of international 
relations (Keohane 1984). As we have seen, institu- 
tions provide many useful functions in helping actors 
to coordinate their actions or achieve collaboration. 
This theoretical approach assumes that collaborative 
action is primarily demand driven—that is, actors will 
create institutions because they are useful—but does 
not really specify a mechanism for how they would go 
about actually creating them. 

‘An important theme of this work has been how 
existing institutions may constrain future institutional 
developments (Keohane and Nye 1977; Keohane 
1984), One aspect of this constraint is the possibility 
that existing institutions with a broad mandate will 
affect the negotiation of more specific institutions, 
leading to the ‘nesting’ of regimes within one another 
(Aggarwal 1985). Thus, while the notion of transac- 
tion costs and sunk costs (the investments that actors 
have made in specific institutions) are central elements 
in this thinking, the role of regimes in providing states 
with information and reducing organizational costs 
can be distinguished from the role of existing institu- 
tions in constraining future actions. 

A fourth approach to examining institutional in- 
novation and change places emphasis on the role of 
expert consensus and the interplay of experts and poli- 
ticians (Haas 1980; Haas 1992). New knowledge and 
cognitive understandings may lead decision-makers to 
calculate their interests differently. For example, work 
by Ernst Haas focused on the efforts of politicians to 
use linkages across various issues (sometimes from 
quite distinct areas) to create new issue packages in 
international negotiations. The objective is to provide 
benefits to all, in an effort to facilitate the formation of 
international regimes (Haas 1980). 

Lastly, ‘Radical Constructivists’, while focus- 
ing on the role of ideas, argue that reality is in fact 


constructed in the minds of decision-makers. These 
scholars, drawing from Ernst Haas’s work, go much 
further than Haas in suggesting, ‘power and interest 
do not have effects apart from the shared knowledge 
that constitutes them as such’ (Wendt 1995). Analysts 
in this school see norms and values as being domi- 
nant causal forces and ascribe considerable power to 
institutions in not only constraining actors, but in fun- 
damentally altering how they conceive of their basic 
interests. In summarizing their view, Peter Haas notes 
that this school argues that ‘there is no ‘objective’ basis 
for identifying material reality and all claims for objec- 
tivity are therefore suspect’ (Haas 1992). The subjec- 
tive element in states’ decision-making makes it more 
difficult to objectively evaluate the role that institu- 
tions might play or how they might be constructed. 


The characteristics of 
international institutions 


‘The five general approaches just discussed are a use- 
ful starting point for the understanding of how in- 
stitutions are created and of the key drivers of their 
subsequent evolution, but they clearly are of limited 
help to understand specific variations in the forms of 
institutions. Based on the existing literature and on 
our own work, we characterize institutions in terms 
of their membership, the stringency of their rules (the 
degree to which they constrain state behaviour), their 
scope, their membership, the extent of delegation of 
power from member states to institutional bodies, and 
the centralization of tasks within the institution (see 
Box 3.3). 

‘The Bretton Woods institutions, the WTO, and 
UNCTAD have quasi-universal membership. By con- 
trast, the Group of Seven most industrialized coun- 
tries only welcomed one new member in the last 30 
years (Russia formally joined the Group in 1997, trans- 
forming it into the G8). Moreover, it is interesting to 
underline that the G7/8 remains autonomous from 
the larger G20, with the latter becoming the most vis- 
ible global economic steering forum. Similarly, most 
regional integration arrangements have remained se- 
lected clubs with limited membership (see Ravenhill, 
Chapter 6 in this volume). Membership also varies 
in terms of the type of actors who can participate. 
While most institutions remain state-centric, some 
have started to include private actors. For instance, 
the Financial Stability Forum (FSF) was created in 
1999 and upgraded to the Financial Stability Board by 
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IMF and WTO: Selected 
Organizational Characteristics 


Set up in order to promote international monetary 
‘cooperation, the Intemational Monetary Fund exerts 2 
surveillance function over member states’ financial and 
‘economic policies and provides financial and technical assistance 
‘to member states, Day-to-day business is conducted by the 
Executive Board, a restrictive body with 24 Executive Directors 
representing directly or indirectly all members. The IMFS five 
largest shareholders —the USA, Japan, Germany, France, andthe 
United Kingdom—along with China, Russia, and Saudi Arabia 
have their own seats whereas the other 16 Executive Directors 
are elected by groups of countries. The Executive Board gets its 
powers from the Board of Governors, the highest authority of 
‘the IMF in which each member has a seat. To assist tin the 
conduct of IMF affairs, the Executive Board in turn selects a 
‘Managing Director who is the chief of the operating staff of the 
Fund of 2,800 employees, with half of them being economists. 


Within the Executive Board, the normal de jure decision-making 
‘mode is simple majority, but important issues are decided by 
qualified majority. ether 70 per cent (suspension of one 
‘member’ rights in case of non-respect of obligations) or by 85 
per cent (eg, modification of quotas, change in the seats of the 
Executive Board, provisions for general exchange 
arrangements). Qualified majority voting increases the power of 
‘the biggest contributors in particular the USA. which has a veto 
ower over issues requiring 85 per cent majority decisions. De 
facto, however, voting rarely occurs in the Executive Board. 
Instead, Executive Directors use consensus to adopt decisions. 


‘The institutional structure of the WTO differs significantly from 
‘the IMF model It reflects very clearly what the organization 
considers to be its primary role, that isa forum for the 
negotiation of liberalization agreements In the WTO. the 
principal institutional structures are a ministerial Conference 
meeting every two years; the General Council, and three 
councils in the area of goods, services, and intellectual property. 





‘All members have a seat in these councils. The default decision- 
‘making mode is consensus but decisions may also be made at 
‘unanimity (suspension of MEN treatment), at 75 per cent 
‘majority (interpretation of an existing muttiateral agreement, or 
‘a waiver of an obligation for a particular country), or with two- 
‘thirds majority (for admission of new members for instance), 
‘The WTO General Council also serves as the Trade Policy 
Review Body that adopts reviews of member states’ trade 
polices. Reviews are conducted on the basis ofa policy 
statement by the Member under review and a report prepared 
bby economists in the WTO Secretariat, That Secretariat, headed 
bya director-general, has around 630 staff and its main function 
'S one of administrative and technical support to WTO councils, 
‘committees, and working groups. 


Delegation of authority in the WTO is therefore restricted to 
‘the mechanism for solving trade disputes between members. 
‘Delegation is conferred frst to small groups of experts (three 
‘or five) who are established when members fail to settle 
<sputes in a conciliatory way. Panel members are independent 
individuals under instruction from no government. Their role is 
to make an objective assessment of the dispute and issue a 
‘report with findings and recommendations (establishing the 
legalty of member states’ policies in the case under dispute), 
‘This report has then to be adopted by the General Council 
serving as the Dispute Settlement Body. The latter, however, can 
‘only reject the panel report by consensus. 


‘The second body with delegated authority from the member 
state is the Appellate Body. which reviews appeals made by 
‘member states on pane! reports. The seven members of the 
Appellate Body serve for four-year terms and are legal experts 
with international standing, The appeal can uphold, modify, or 
‘reverse the panel’ legal findings and conchisions. As for the case 
of panel reports, the Dispute Settlement Body must endorse 
‘the appeal report. Rejection is only possible by consensus. 


For more information, see httpu/wwewtoorg and http//www. 
imforg 








the G20 in 2009 (Helleiner 2014b) to promote interna- 
tional financial stability groups representatives from 
national ministries, international financial institu- 
tions, and sector-specific groups (insurance, account- 
ing standards, securities commissions). Controversy 
continues at the WTO over whether non-state actors 
should be permitted to participate in deliberations. 
(or other efforts paying particular attention to mem- 
bership issues see Sandler (1992), Koremenos, Lipson, 
and Snidal (2001) and Aggarwal and Dupont (2002)). 


‘The second dimension, stringency of rules, covers 
both the precision and the obligation of rules in the 
literature on legalization of world politics (see Aggar- 
wal 1985 on regime strength, and Abbott and Snidal 
2000 on legalization). From this perspective, authors 
have often contrasted the so-called European and 
Asian models of regional economic integration. The 
first one is built upon a wide set of specific and bind- 
ing rules (called the acquis communautaire in the jargon 
of European integration) whereas the second is built 
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upon declarations, intentions, and voluntary com- 
mitments (Ravenhill 1995, 2001). The lack of any pre- 
cise and concise definition of a balance of payments 
problem in the IMF severely affected the constraining 
power of this institution in preventing its members 
from running imbalances. 

Third, we consider the scope of agreements defined 
as issue coverage (Aggarwal 1985; Koremenos Lipson 
and Snidal 2001). The evolution of the GATT from its 
origins in 1947 to the creation of WTO in 1995 reveals 
an important increase in the scope of the agreements. 
Whereas GATT initially focused on the liberalization 
of trade in goods, the WTO covers services, agricul- 
ture, as well as trade-related aspects of intellectual 
property rights and investment. Similarly, the G7/8 
agenda has drastically expanded from a focus on mac- 
roeconomic management at its creation in the mid 
1970s to a broad range of international security and 
economic issues, including terrorism, energy, environ- 
ment, and arms control in the 1990s and early 2000s. 
Atthe other end of the range, one finds sector-specific 
institutions such as the International Organization of 
Securities Commissions (IOSCO), the International 
Associations of Insurance Supervisors (IAIS), and 
International Accounting Standards Board (IASB), 
as well as product-specific organizations such as the 
International Coffee Organization (ICO), the Interna- 
tional Cocoa Organization (ICO), the International 
Copper Study Group (ICSG), and the International 
Sugar Organization (ISO). 

‘The fourth dimension is the extent of institutional 
delegation, the authority ceded by members to an insti- 
tution, a dimension central to several existing studies 
(Abbott and Snidal 2000; McCall Smith 2000; Dupont 
and Hefeker 2001; Hawkins, Lake, Nielson, and Tier- 
ney 2006). International agreements may or may not 
include the creation of institutional organs, and these 
organs may or may note given some autonomy from 
members for making new rules or monitoring and en- 
forcing existing ones. 

‘The extent of delegation may vary significantly 
across organs of the same institution. For instance, 
while the dispute settlement process in the WTO 
features an independent Appellate Body, the govern- 
ing body of the organization—the General Coun- 
cil-telies upon consensus decision-making and the 
members have kept the size and the prerogatives of 
the secretariat down to a minimum. At the regional 
level, the extent of delegation strongly distinguishes 
the European Union from the small secretariats found 


in other regional institutions. Whereas the EU in- 
cludes organs with supranational power, governments 
remain in full control of negotiation and implemen- 
tation processes in most other regional agreements, 
including the NAFTA, the Association of Southeast 
Asian Nations (ASEAN), and the Asia-Pacific Eco- 
nomic Cooperation (APEC) grouping. 

A fifth dimension is institutional centralization (Kore- 
menos, Lipson, and Snidal 2001). Is there a concentra- 
tion of tasks performed by a single institutional entity? 
Centralization may refer to such tasks as the diffusion 
of information, monitoring of members’ behaviour, 
or the imposition of sanctions, as well as the adop- 
tion of new rules or modification of existing ones. 
Strong administrative bodies are natural candidates 
for the centralization of many tasks, as exemplified 
by the case of the European Commission in the Euro- 
pean Union, or the administration of the IMF or the 
World Bank. Yet, in the latter two, key decisions and 
tasks go through the Executive Board with a limited 
membership of 24 countries or groups of countries 
represented by Executive Directors elected by mem- 
ber states (see Helleiner, Chapter 8 in this volume). 

It is often difficult to understand these five dimen- 
sions as being separate but they are conceptually dis- 
tinct. Asan example, although it is hard to imagine an 
agreement with lax rules and high delegation, strict 
rules do not necessarily imply high delegation (good 
instances are the numerous bilateral treaties on invest- 
mentand toa lesser extent bilateral free trade treaties). 
Similarly, centralization and delegation may reinforce 
each other but none of them requires the other one. 
Conferences or councils of head of governments and 
states centralize most of the activities of several re- 
gional economic organizations (including monitor- 
ing, and dispute settlement). Yet, decision-making 
remains either consensual (where no state publicly 
dissents from the agreement) or based on unanimity. 


Explaining institutional design 


‘How can one account for institutional variation on 
these five dimensions? Consistent with a functional- 
ist approach to the study of international institutions, 
we should expect the five dimensions to be affected 
by the type of problems that institutions should ad- 
dress (Stein 1982; Snidal 1985; Aggarwal and Dupont 
1999; Koremenos, Lipson, and Snidal 2001; Ostrom 
2003). In Table 3.1, we linked our three typical prob- 
lems with specific roles for international institutions. 
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Keeping these in mind, the ‘temptation to free ride’ 
problem is the one that clearly calls for strong rules, 
with delegation and centralization to international 
bodies. Cooperation is difficult and thus requires rela- 
tively strong institutions. In such cases, membership 
tends to be restricted to well ‘socialized’ governments. 
An inclusive membership makes monitoring more dif- 
ficult and costly, and thus creates many opportunities 
for members to free ride. 

As for scope, on the one hand, enforcement of the 
agreements is more likely to occur when institutions 
have a broad scope and are able to connect different 
issues (‘issue linkage’). Linkages across issues help in 
deterring defection on a single issue when actors have 
broad interests (McGinnis 1986; Lohmann 1997). For 
example, members of the WTO cannot subscribe to 
the agreement on goods (GATT) without also accept- 
ing the agreement on services (GATS) as well as the 
agreements on intellectual property rights (TRIPs) 
and investment (TRIMs), and the dispute settlement 
mechanism. On the other hand, adding issues to an 
institution's agenda requires strong capacity to moni- 
tor behaviour, which may often not be present. In the 
context of the Doha Round of talks within the WTO, 
now collapsed, there was increasing concern about 
the negative impact of the willingness to support an 
all or nothing approach—to make the WTO a sin- 
gle undertaking as a means to achieve a negotiation 
breakthrough (Elsig and Dupont 2012). 

‘The ‘inhibiting fear’ and ‘where to meet’ prob- 
lems call for quite different institutional features. For 
these cases, there is a positive link with centralization 
for the pooling of resources, knowledge, and infor- 
mation provision, or the reduction of costs of nego- 
tiations. Addressing the ‘inhibiting fear’ may require 
some clear and binding rules on access to resources 
and knowledge. Yet in these cases, restricting the size 
‘of membership may not be a strong prerequisite for 
success. Solving distribution problems may require a 
softening of rules to allow some room for different in- 
terpretations of the agreements. Delegation of power 
isnot essential in both situations, except for a potential 
benefit of agenda setting power to find mutually ac- 
ceptable solutions. 

‘As for scope, there is no clear link between ‘inhibit- 
ing fear’ and issue coverage. But a diverse set of issues 
can provide greater ground for compromise when 
players have different preferences and when they do 
not assign equal value to all of the issues. For instance, 
trade liberalization and monetary cooperation in the 


European Community has often been facilitated by 
the development of social or regional policies or pack- 
ages to ‘compensate’ countries that might notimmedi- 
ately be major beneficiaries of the other policies. But, 
as the case of agriculture in the GATT/WTO shows, 
having different issues on the agenda is not helpful 
when countries categorically exclude certain issues 
from consideration in making trade-offs. Finally, with 
respect to membership, selected, restrictive groupings 
tend to reinforce the fear of being left out and thus 
should be avoided to address the ‘inhibiting fear’ prob- 
lem. As for problems of distribution, more members 
‘may on the one hand help in the quest for new solu- 
tions. Yet, new members may also add as many new 
conflicts as complementarities among players. 

As we have seen, then, different types of problems 
call for appropriate institutional design. Although fo- 
cusing on general tendencies in institutional design in 
view of the problems they need to address provides a 
useful first step, we are still faced with some anoma- 
lies. For instance, given that trade liberalization is 
widely portrayed as embodying a ‘temptation to free 
ride’, how can one explain that some institutions (for 
instance European Free Trade Association) that focus 
on trade liberalization have remained informal and 
thus lack organs with delegated power? Why is it that 
some institutions do not have clear rules and precon- 
ditions for membership (for instance GATT/WTO or 
the EU until the early 1990s)? And lastly, why do some 
countries prefer very loose rules in designing institu- 
tions (such as ASEAN and APEC)? 

To increase our ability to understand such choices, 
we can consider three other key influences. First, an 
important issue is what we call potential participants in 
the institution. In particular, the number of these ac- 
tors and their relative power—two factors considered 
by Koremenos, Lipson, and Snidal (2001)—as well 
as their overall financial and ‘social’ capital (Ostrom 
2000) influence the design of institutions. Relatively 
little concern about membership rules in GATT 1947 
can be accounted for by the fact that the international 
system was much smaller and more homogeneous 
than the one that emerged in the 1960s as a result of 
decolonization. Similarly, the need to define strict cri- 
teria for entering the EU only became salient when 
the iron curtain fell and former communist countries 
with still very different political systems expressed an 
interest in joining the EU. Turning to the financial and 
social capital among potential actors, the disparities in 
size of financial reserves held by East Asian economies 
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surely explains the very decentralized form of the 
regional financing arrangement known as the Chi- 
ang Mai Initiative (an East Asian mechanism that is 
intended to provide emergency finance to member 
economies facing a run on their currencies). In turn, 
the fact that there has been little formalization of re- 
lationships between central banks in the developed, 
democratic world builds upon a joint understanding 
and on a high level of expertise on how to address 
problems. 

Second, the information and knowledge available to 
actors affects institutional design. Institutions com- 
prised of actors with rich and reliable information 
usually require less centralization or less delegation 
(Coase 1960; Williamson 1975; Koremenos, Lipson, 
and Snidal 2001), as illustrated with the loose structure 
of the European Free Trade Association from its crea- 
tion in 1960 to its upgrading in 1993. The founding 
members of that association—the United Kingdom, 
Denmark, Norway, Sweden, Austria, Switzerland, 
and Portugal—did not have the mutual distrust that 
characterized French-German relationships in the EC 
and information from partner countries was thus con- 
sidered by all members to be rich and reliable. Exist- 
ing knowledge about the issue area(s) covered by the 
agreement may affect the stringency of rules, the del- 
egation of power, issue scope, and membership. Poor 
knowledge about the issues at stake tends to make 
actors wary of making hard commitments (rules 
and delegation)—a tendency particularly present in 
the discussions in the domain of the environment 
(see Dauvergne, Chapter 14 in this volume). Better 
knowledge may affect issue scope and the contours of 
membership as clearly illustrated by the key influence 
of the work of the Intergovernmental Panel on Cli- 
mate Change (IPCC)—the intergovernmental body 
that reviews and assesses the scientific information on 
climate change—on the evolution of commitments 
in the domain of climate change. In trade, whereas 
the politics of trade liberalization may call for care- 
ful selection of members for inclusion in the WTO, 
the widespread belief in the veracity of international 
trade theory (which argues that global membership 
yields the greatest efficiency in the allocation of re- 
sources) helps to account for the pressure to universal- 
ize increasingly membership in this institution. 

‘Third, and finally, we can focus on the outside in- 
stitutional setting. When actors create new institu- 
tions, they generally do not do so in a vacuum. Thus, 
when new institutions are developed, they often must 


be reconciled with existing ones. One approach to 
achieving such reconciliation is by nesting broader 
and narrower institutions in hierarchical fashion. An- 
other means of achieving harmony among institu- 
tions is through an institutional division of labour, or 
‘horizontal’ linkages (Aggarwal 1998). The challenge 
of institutional reconciliation is not, however, unique 
to the creation of new ones. In lieu of creating new 
institutions, policy-makers might also modify existing 
institutions for new purposes. For instance, faced by 
seemingly intractable balance of payments problems 
in Africa in the 1990s, the IMF developed new struc- 
tural adjustment facilities that overlapped substan- 
tially with those of the World Bank. When modifying 
institutions, members therefore must also focus on 
issues of institutional compatibility. Moreover, bar- 
gaining over institutional modification is likely to be 
strongly influenced by existing institutions. 

A few examples will illustrate these ideas. One can 
think about the problem of reconciling institutions 
from both an issue area and a regional perspective 
(Oye 1992; Gamble and Payne 1996; Lawrence 1996a). 
Nested institutions in an issue area are nicely illus- 
trated by the relationship between the international 
regime for textile and apparel trade (the Long Term 
Arrangement on Cotton Textiles and its successor 
arrangement, the Multifiber Arrangement that was 
phased out completely in 2005) with respect to the 
broader regime in which it was nested, the GATT. 
‘When the Executive Branch in the US faced pressure 
from domestic protectionist interests simultaneously 
with international pressures to keep its market open, 
the American administration promoted the formation 
of a sector-specific international regime under GATT 
auspices. This nesting effort ensured a high degree 
of conformity with both the GATT’s principles and 
norms as well as with its rules and procedures (Ag- 
garwal 1985, 1994). Although the textile regime devi- 
ated from some of the GATT’s norms in permitting 
discriminatory treatment of developing countries’ ex- 
ports, it did follow the most-favoured nation (MEN) 
norm, which called for developed countries to treat all 
developing countries alike. 

‘The Asia-Pacific Economic Cooperation grouping 
(APEC), created in 1989, illustrates the concept of 
regional nesting. APEC’s founding members were ex- 
tremely worried about undermining the GATT, and 
sought to reconcile these two institutions by focusing 
on the notion of ‘open regionalism'—that is, the crea- 
tion of APEC would not bar others from benefiting 
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from any ensuing liberalization in the region. APEC 
members saw this non-discriminatory liberalization as 
a better alternative to using Article 24 of the GATT, 
which permits the formation of discriminatory free 
trade areas and customs unions, to justify this accord 
(see Ravenhill Chapter 6 in this volume). Rather than 
forming an institution that could conflict with the pro- 
motion of GATT initiatives, therefore, APEC found- 
ing members attempted to construct an institution 
that would complement the GATT. Furthermore, 
APEC members wanted to avoid undermining exist- 
ing sub-regional organizations, in particular ASEAN. 
This clearly restricted the level of obligation and del- 
egation that could have been transferred to the newly 
created pan-regional organization (Dupont 1998). 

An alternative mode of reconciling institutions 
would be to simply create ‘horizontal’ institutions to 
deal with separate but related activities, as exempli- 
fied by the division of labour between the GATT and 
the Bretton Woods monetary system (IMF and World 
Bank). In creating institutions for the post-Second 
World War era, policy-makers were concerned about 
a return to the 1930s era of competitive devaluations, 
marked by an inward turn among states and the use of 
protectionist measures. These ‘beggar-thy-neighbour" 
policies were found across economic issue areas, and 
individual action by each state worked to the detriment 
of all. As a consequence, the founders of the Bretton 
Woods monetary system also turned their focus to cre- 
ating institutions that would help to encourage trade 
liberalization. By promoting fixed exchange rates 
through the IMF and liberalization of trade through 
the GATT, policy-makers hoped that this horizontal 
institutional division of labour between complemen- 
tary institutions would lead to freer trade. 

Finally, on a regional basis, one can see the develop- 
ment of the European Economic Coal and Steel Com- 
munity and the Western European Union (WEU) 
as horizontal organizations. The first was oriented 
towards strengthening European cooperation in eco- 
nomic matters (with, of course, important security 
implications), while the WEU sought to develop a co- 
ordinated European defence effort. 


Conclusion 


This chapter has sought to provide a systematic analy- 
sis of the problem of collaboration in global political 
economy through the lenses of types of problems, 


games, and institutions. We have seen that states may 
need to collaborate or to coordinate their actions to 
keep economic globalization on track because they 
may face problems of free riding, an inhibiting fear 
that their efforts will lead to instability for their econ- 
omy, and the need to find coordination points that 
have varying costs and benefits to the participants. 

‘The problem of free riding or the difficulty of find- 
ing a coordination equilibrium is a common one on 
a number of issues, including trade, monetary coop- 
eration, the environment, human rights, and the like 
Despite some limitations, game theory provides use- 
fal insight into the diverse set of problems that states 
‘may face in collaborating or in coordinating their ac- 
tions. One of the most commonly used games, the 
PD, has been utilized to show that in many issue areas, 
actors have a strong incentive to defect despite the 
potential joint gains that they may receive. Yet as we 
have shown, many problems in international political 
economy are not PD games, but instead may be better 
characterized as Chicken, Assurance, Suasion, or even 
Harmony games. By carefully examining the types of 
problems that actors face in a particular issue area and 
the structure of pay-offs, game theory provides insight 
into the constraints on joint action. 

Itis worth keeping in mind that the preferences that 
g0 into creating games are often assumed by many 
analysts—particularly those in the neorealist institu- 
tionalist and neo-liberal institutionalist camps. Where 
do preferences come from and are such preferences 
amenable to change? It is on this dimension that con- 
structivist arguments focusing on the role of experts, 
changing knowledge, and possible shifts in prefer- 
ences through learning may provide significant insight 
that can help us to create more logically compelling 
games. 

Once we can establish the basic game structure 
that actors face, we can better examine what role in- 
stitutions might play in ensuring more favourable 
‘outcomes. In some cases, contrary to the perspective 
often taken by neo-institutionalists, institutions may 
not really be necessary for ensuring cooperative state 
action. Hence, we examined the types of situations in 
which selfhelp might lead to a positive outcome ver- 
sus those in which institutions might play a genuinely 
useful role in overcoming collective action problems. 

‘The role of institutions in fostering collaboration 
itself raises two puzzles. First, how might states col- 
laborate in the first place to create institutions? This in 
itself raises an analytical problem that various theories 
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have attempted to address. As we have seen, hegem- 
‘ons may have strong incentives to create institutions 
to constrain the behaviour of other actors and pos- 
sibly their own domestic lobbies. Other approaches 
suchas neo-liberal institutionalism focus on the strong 
incentives that major states may have in creating insti- 
tutions and suggest that small numbers of actors may 
be able to overcome the usual collective action prob- 
lems that may lead to free riding behaviour. To better 
understand the process of institutional design, we fo- 
cused on five dimensions to characterize institutions: 
membership, the stringency of their rules, their scope, 
the extent of delegation of power from memberstates 
to institutional bodies, and the centralization of tasks 
within the institution. The types of problems which 
actors face can partially account for specific institu- 
tional characteristics. Yet other factors also influence 
the design of institutions. These include the potential 
participants in the specific issue area, the knowledge 
and information available to actors, and the pre-exist- 
ing institutional context. In particular, with respect to 


the last factor, the Asian financial crisis of 1997-8 and 
the ongoing proliferation of trade agreements raises 
an important issue about reconciling new and old in- 
stitutions. The Asian financial crisis generated consid- 
erable conflict when some Asian countries sought to 
create an Asian Monetary Fund. In the end, this effort 
faltered in the face of IMF and US opposition, but East 
Asian countries have since aggressively sought to cre- 
ate regional monetary mechanisms and the biggest 
emerging countries have created their own multilat- 
eral development bank—the New Development Bank 
BRICs. In trade, the problems of the Doha Round 
have been accompanied by the proliferation of new bi- 
lateral and regional agreements with the development 
of new rules for international production networks. 
‘The extent to which such arrangements will continue 
to coexist with the WTO in a sort of two-pillar sys- 
tem (Baldwin 2016) or further undermine the WTO 
remains a crucial question that will have important 
implications for prospects of continued economic lib- 
cralization in the global economy. 
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Reader's guide 


How should a nation manage its economic ties with the rest of the world? How should the govern- 
ment regulate flows of goods, people, and investment to and from foreign nations? Intense, often 
rancorous, debates over foreign economic policies break out regularly in politics in all countries. 
Indeed, how governments should now be dealing with the multiple facets of ‘globalization’ is perhaps 
the single most pressing political challenge of our time. Its an issue that has been debated in national 
legislatures and lecture halls across the world: it has mobilized nationalist populist movements at one 
end of the political spectrum, and transnational environmental and human rights organizations at the 
other: and it has led to violent protests and demonstrations in the streets of London, Paris, Berlin, and 
New York. What are the battle lines in these political debates? How are policies decided in different 
countries? How do differences in political institutions shape these policy decisions? And how do new 
ideas and information about policy options filter into politics? This chapter examines each of these 
questions, focusing on the domestic politics of trade, immigration, investment, and exchange rates. 


Introduction national market to international trade, whether to 

liberalize trade with some nations more than with 
Each government must make choices about how best _ others, and whether to allow more trade in some sec- 
‘to manage the way its own economy is linked to the _ tors of the economy than in others. Each government 
global economy. It must choose whether to open the must also decide whether to restrict international 


flows of investment in different sectors, and whether 
to regulate immigration and emigration by different 
types of workers. And it must either fix the exchange 
rate for the national currency or allow the rate to fluc- 
tuate to some degree, in response to supply and de- 
mand in international financial markets. 

Of course, if every government always made the 
same choices in all these areas of policy, things would 
be very simple for us as scholars (and much more 
predictable for the citizens of the world). But govern- 
ments in different countries, and at different moments 
in history, have often chosen radically different foreign 
economic policies. Some have closed off their national 
economies almost completely from the rest of the 
world, imposing strict limits on trade, immigration, 
and investment—an example is China in the 1960s, 
which kept itself isolated almost completely from the 
rest of the world’s economies. In other situations, gov- 
ernments have adopted the opposite approach, allow- 
ing virtually unfettered economic exchange between 
their citizens and foreigners—ironically, Hong Kong 
in the 1960s may be the best example of this type of 
extreme openness. Most governments today adopt a 
mixture of policies that fall somewhere in the middle 
ground between these two extremes, imposing selec- 
tive controls on activities that affect some sectors of 
their economy, and restricting exchanges with some 
foreign countries more than with others. Understand- 
ing why governments make the particular choices 
they do requires careful attention to the political pres- 
sures they face from different domestic groups and the 
political institutions that regulate the way collective 
decisions are made and implemented. 

Politics, we know, is all about who gets what, 
when, and how. Different individuals and groups in 
every society typically have very different views about 
what their government should do when it comes to 
setting the policies that regulate international trade, 
immigration, investment, and exchange rates. These 
competing demands must be reconciled in some way 
by the political institutions that govern policymaking. 
To really understand the domestic origins of foreign 
‘economic policies we thus need to perform two criti- 
cal tasks: 


1. Identify or map the policy preferences of different 
groups in the domestic economy. 

2. Specify how political institutions determine the 
way these preferences are aggregated or converted 
into actual government decisions. 
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The first step will require some economic analysis. 
How people are affected by their nation’s ties with the 
global economy, and thus what types of policies they 
prefer to manage those ties, depends primarily on how 
they make their living. Steelworkers, for example, typ- 
ically have very different views from wheat farmers 
about most foreign economic policies, because these 
policies rarely affect the steel and wheat industries in 
a similar fashion. Of critical importance here are the 
types of assets that individuals own, and how the in- 
come earned from these assets is affected by different 
policy choices. 

The second step calls for political analysis. How po- 
litical representativesare elected, how groups organize 
to lobby or otherwise influence politicians, and how 
policies are proposed, debated, amended, and passed 
in legislatures, and then implemented by government 
agencies, all depend on the structure of political insti- 
tutions. Democratically elected leaders face very dif- 
ferent institutional constraints from military dictators, 
of course, and even among democracies there is quite 
a wide range of institutional variation that can have a 
large impact on the behaviour of policymakers. 

‘These two analytical steps put together like this, 
combining both economic and political analysis in 
tandem, are generally referred to as the political econ- 
‘omy approach to the study of policy outcomes. In the 
next two sections, we shall consider each of the two 
analytical steps in some detail, examining the domes- 
tic sources of policies in the areas of trade, immigra- 
tion, investment, and exchange rates. We shall then 
shift gears a little, and consider the ways in which 
ideas and information might affect policymaking. We 
shall also discuss linkages between the different policy 
dimensions and non-economic issues, focusing on 
environmental and human rights concerns, and how 
they feature in debates over foreign economic policies. 
Finally, in the conclusion, to link all this to the discus- 
sion of international collaboration and coordination 
in Chapter 3, we shall briefly consider the impact of 
domestic politics on bargaining over economic issues 
between governments at the international level. 


Policy preferences 


The guiding assumption here is that, when it comes 
to taking positions on how to regulate ties with the 
global economy, individuals and groups are funda- 
mentally concerned with how different policy choices 
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affect their incomes. Of course, people may also have 
important non-material concerns that affect their atti- 
tudes towards foreign economic policies. Many people 
are concerned about the ways in which globalization 
affects national security, for example, and they worry 
about its impact on traditional cultures, on the world’s 
environment, and on human rights; and these con- 
cerns may have a direct impact on their views about 
the regulation of international trade, immigration, 
and investment. We shall discuss some of these impor- 
tant considerations in more detail later in the chapter. 
But we begin here with the simplest possible frame- 
work in which economic policies are evaluated only in 
terms of their economic effects. Given that organized 
producer groups have almost always been the most 
vocal participants in domestic debates about foreign 
economic policies, and the debates themselves have 
been couched mainly in economic terms, this seems 
an appropriate way to begin. 


Trade 


‘The dramatic growth in international trade during the 
last five decades has intensified political debate over 
the costs and benefits of trade openness. In the United 
States, the controversy surrounding the creation of 
the North American Free Trade Agreement (NAFTA) 
in 1993 was especially intense, and similar arguments 
have arisen in Europe over the issue of enlargement 
of the European Union, and over attempts to reform 
the Common Agricultural Policy (CAP). Rapid trade 
policy reforms have also generated a significant politi- 
cal backlash in many developing nations, and recent 
years have witnessed violent protests and demonstra- 
tions by groups from a variety of countries that hope 
to disrupt meetings of the World Trade Organization 
(WTO). Political leaders around the world frequently 
voice concerns about the negative effects of trade, and 
the need to protect their firms and workers from for- 
eign competition. 

‘Whatis behind all this political turmoil and protest? 
At first glance, it may seem puzzling that there is so 
much conflict over trade. After all, the most famous 
insight from international economics is the proof that 
trade provides mutual gains; that is, when countries 
exchange goods and services they are all generally 
better off. Trade allows each country to specialize in 
producing those goods and services in which it has a 
comparative advantage, and in doing so world wel- 
fare isimproved (see Box 4.8 at the end of this chapter). 


While there are gains from trade for all countries 
in the aggregate, what makes trade so controversial is 
that, among individuals within each country, trade 
creates winners and losers. How trade affects differ- 
ent individuals depends on how they earn their living, 
To flesh out this story, economists have traditionally 
relied ona very simple theory of trade devised by two 
‘Swedish economists, Eli Heckscher and Bertil Ohlin, 
In the Heckscher-Ohlin model of trade, each na- 
tion's comparative advantage is traced to its particular 
endowments of different factors of production: that 
is, basic inputs such as land, labour, and capital that 
are used in different proportions in the production of 
different goods and services. Since the costs of these 
inputs in each country will depend on their availabil- 
ity, differences in factor endowments across countries 
will create differences in comparative advantage. Each 
country will tend to export items whose production 
requires intensive use of the factors with which it is 
abundantly endowed relative to other nations; con- 
versely, each country will import goods whose produc- 
tion requires intensive use of factors that are relatively 
scarce. Countries well endowed with land, such as 
Australia and Canada, are expected to export agricul- 
tural products (for example, wheat and wool), while 
importing products that require the intensive use of 
labour (for example, textiles and footwear) from more 
labour-abundant economies like China and India. 
‘The advanced economies of Europe, Japan, and the 
United States, well endowed with capital relative to 
the rest of the world, should export capital-intensive 
products (for example, automobiles and pharmaceuti- 
cals), while importing other types of goods from less 
developed trading partners where supplies of capital 
are scarce compared to supplies of labour and land. 
Building on this simple model of trade, Wolfgang 
Stolper and Paul Samuelson (1941) derived a famous 
theorem in 1941 that outlined the likely effects of 
trade on the real incomes of different sets of individu- 
als within any economy. According to the Stolper- 
Samuelson theorem, trade benefits those who own 
the factors of production with which the economy is 
relatively well endowed, but hurts owners of scarce 
factors. The reasoning is straightforward: by en- 
couraging specialization in each economy in export- 
oriented types of production, trade increases the 
demand for locally abundant factors (and bids up the 
earnings of those who own those factors), while re- 
ducing demand for locally scarce factors (and lowering 
the earnings of owners of such factors). In Australia 


and Canada, the theorem tells us, landowners should 
clearly benefit from trade, while workers can expect 
lower real wages as a consequence of increased im- 
ports of labour-intensive goods. In the United States, 
the theorem predicts that trade should benefit owners 
of capital and landowners at the expense of workers. 
The converse should hold in relatively labour-abun- 
dant (and capital-scarce) developing economies such 
as China and India, where trade will raise the wages of 
workers relative to the profits earned by local owners 
of capital. 

By revealing how trade benefits some people while 
making others worse off, the Stolper-Samuelson 
theorem thus accounts for why trade is such a divisive 
political issue. The theorem also provides a neat way 
to map the policy preferences of individuals in each 
economy. In each nation, owners of locally abundant 
factors should support greater trade openness, while 
owners of locally scarce factors should be protectionist 
(see Box 4.1), 

‘There is a good deal of evidence in the histories of 
political conflict over trade in a variety of nations that 
fits with this simple prediction (see Rogowski 1989). 
In Australia, for example, the first national elections 
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in 1901 were fought between a Free Trade party repre- 
senting predominantly rural voters, and a Protection- 
ist party supported overwhelmingly by urban owners 
of capital and labour. A very similar kind of political 
division characterized most debates over trade policy 
in Canada in the late nineteenth century, with support 
for trade openness emanating mainly from farmers in 
the western provinces. In Europe and Japan, in con- 
trast, much of the opposition to trade over the last 
century or so has come from agricultural interests, 
anxious to block cheap imports of farm products from 
abroad. In the United States and Europe, at least since 
the 1960s, labour unions have voiced some of the loud- 
est opposition to trade openness and called for import 
restrictions aimed at protecting jobs in labour-inten- 
sive industries threatened by foreign competition. 

On the other hand, political divisions and coali- 
tions in trade politics often appear to contradict this 
simple model of preferences. It is quite common to 
see workers and owners in the same industry band- 
ing together to lobby for protective import barriers, 
for example, in contemporary debates about policy 
in the United States, even though the Stolper-Sam- 
uelson theorem tells us that capital and labour are 


The Repeal of the Corn Laws 


‘The story of the repeal of Britains protectionist Corn Laws in 
11846 is perhaps stil the best-known example ofa political clash 
‘over trade policy that fits nicely with the Stolper-Samuelson 
‘theorem. With the revival of foreign trade after the Napoleonic 
‘Wars, policy debates in Britain began to focus on the 
protectionist Corn Laws that restricted importation of various 
grains (wheat, rye, barley, and oats, as well as peas and beans), 
defended resolutely by the landowning elite Pressure for 
reform came most strongly from manufacturers, especially 
textile producers in Leicester and Manchester, arnéous to 
reduce labour costs (see McCord 1958). It was these 
manufacturers who formed the leadership of the Anti<Com 
Law League in 1838, and a cotton manufacturer, Richard 
‘Cobden, became the League's mast famous advocate. The push 
{for reform soon drew a larger following among both the urban 
middle and working classes, and attracted support from the 
‘working-class Chartist reform movement. which organized the 
"bigger loaf” campaign in the 1840s. The effects were soon felt 
in Parliament. transformed by the Great Reform Act of 1832 
and the enfranchisement of voters in the large industrial 
centres of the West Riding. Cobden himself entered Parfament 





in 1841, campaigning with the cry, ‘You must untax the people's 
bread’ and the League stepped up its campaign with a storm of 
pamphlets, petition drives, public meetings. and addresses to 
labour unions The widespread economic distress of the early 
1840s had a great impact on the Tory Prime Minister, Robert 
Peel, He introduced a siding scale for grain duties in 1841 and 
then reduced those rates in 1842 and 1844, in an attempt to 
‘ease the food criss, but this aroused fierce opposition from 
landed interests and from within Conservative ranks. The failure 
of the potato crop in 1845, and the ensuing food crisis, gave Pee! 
the pretext to go further. Amid reports of widespread 
starvation the prime minister pushed through a bl to repeal 
‘the Com Laws altogether, with support from both Liberals and 
Radicals The conflict over repeal split the Conservatives 
irrevocably. Once ‘purified’ of their Peelite faction, the Tories 
(known for yearsas the Protectionists) were increasingly 
isolated on the trade issue in Parliament. Peels supporters, 
including Willam Gladstone, gravitated to the Liberals, and their 
‘ree trade platform drew on an immense base of support 
‘among urban industrialists, the middle classes, and workers. 
Gladstone’ first budget as prime minister in 1860 effectively 
cfiminated all remaining protectionist duties in Britain. 
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supposed to have directly opposing views about trade 
in these economies. So what is going on here? The 
critical problem is that the theorem is derived by as- 
suming that factors of production are highly mobile 
between different industries in each economy. An 
alternative approach to mapping the effects of trade 
on incomes, often referred to as the specific factors 
model, allows instead that it can be quite costly to 
move factors of production between different sectors 
in the economy. That is, different types of land, la- 
bour skills, and capital equipment often have a very 
limited or specific use (or range of uses) to which they 
can be put when it comes to making products. The 
plant and machinery used in modern manufactur- 
ing industries is very specialized: the presses used to 
stamp out automobile bodies are designed only for 
that purpose, for example, and cannot be adapted eas- 
ily or quickly to perform other tasks. Steel factories 
cannot easily be converted into pharmaceutical facto- 
ries or software design houses. Nor can steelworkers 
quickly adapt their skills and become chemical engi- 
neers or computer programmers. 

Inthe specific factors model, the real incomes of dif- 
ferent individuals are tied very closely to the fortunes 
of the particular industries in which they make their 
living, Individuals employed or invested in export in- 
dustries benefit from trade according to this model, 
while those who are attached to import-competing 
industries are harmed (see Jones 1971; Mussa 1974). 
In the advanced economies of Europe and the United 
States, the implication is that owners and employ- 
ces in export-oriented industries, such as aerospace, 
pharmaceuticals, computer software, construction 
equipment, and financial services, should be much 
more supportive of trade than their counterparts in, 
say, the steel, textiles, and footwear industries, which 
face intense pressure from import competition. There 
is much evidence supporting these predictions in the 
real world of trade politics, especially in the debates 
over trade in the most advanced economies, where 
technologies (and the skills that complement them) 
have become increasingly specialized in many differ- 
ent manufacturing and service industries, and even in 
various areas of agriculture and mining production 
(see Magee 1980; Hiscox 2002). In the recent debates 
over regional and multilateral trade agreements in the 
United States, for example, some of the most vocifer- 
ous opposition to removing barriers to trade has come 
from owners and workers aligned together in the steel 
and textile industries. 


‘The leading research on the political economy of 
trade now assumes routinely that the specific factors 
approach is the most appropriate way to think about 
trade policy preferences, at least in the contemporary 
context in the advanced economies (see Grossman 
and Helpman 1994; Rodrik 1995), so we shall rely on it 
for the most part in the discussions later. This model, 
it is worth noting, is still nested within the broader 
Heckscher-Ohlin theory that explains trade according 
to differences in factor endowments. Newer theories 
of trade, motivated by some clear evidence that not all 
trade seems to fit well with this simple endowments- 
based theory (for example, Europe, Japan, and the 
United States all importing automobiles from each 
other), have made some significant departures from 
the standard Heckscher-Ohlin framework. One inno- 
vation is to allow that technologies of production and 
tastes among consumers may vary substantially across 
countries, Such differences might affect the types of 
products an economy will be likely to export and im- 
port, but the predictions about trade policy prefer- 
ences derived from the specific factors approach are 
not otherwise affected: individuals engaged in export 
industries favour trade, while those in import-com- 
peting industries oppose trade, A more complicated 
innovation in trade theory allows for the possibility 
of economies of scale and other sources of firm- 
specific cost differences (Melitz 2003). In some indus- 
tries requiring large investments of capital, the largest 
firms may enjoy such a dramatic cost advantage over 
smaller firms that those markets tend to be dominated 
by only a few, very large, corporations. in such cases, 
in which firms compete with one another and with 
foreign rivals for different market niches, trade may 
have different effects for firms in the same industry 
(Osgood 2016). These types of complexities are dif- 
ficult to incorporate into a broadly applicable model 
of trade, however, so we shall not pursue them here. 
Although it might be noted that large firms enjoying 
economies of scale in production also tend to engage 
in foreign investment and locate parts of their enter- 
prise in different countries. Later, we shall discuss the 
political implications of this type of multinational in- 
vestment in more detail. 


Immigration 


Of course, globalization isnotsimply a matter of trade 
in goods and services; it also involves international 
flows of the factors of production themselves—the 


migration of workers between nations, and interna- 
tional investment and lending that transfers capital 
across borders. There is not a radical difference be- 
tween how we analyse these phenomena and how we 
examine trade, but neither is the analysis identical in 
terms of the economic effects and the policy prefer- 
ences we anticipate for different sets of individuals 
within each nation. 

Political debates about immigration policy have 
been rising in volume and intensity in recent years in 
almost all Western economies. On the one hand, im- 
migration is seen by many as an economic and cul- 
tural lifeline that can supply firms in key industries 
with skilled workers while also injecting new artis- 
tic and intellectual life into the nation. On the other 
hand, many people are concerned that immigrants 
take jobs away from local workers and create ethnic 
enclaves that can Balkanize a nation and lead to more 
crime and other social ills. These latter concerns have 
encouraged the recent imposition of much tighter 
immigration controls in many countries, while also 
nurturing the growth of extremist anti-immigrant 
political movements in several European countries 
and increasing the incidence of hate crimes directed 
toward immigrants. The debate seems certain to con- 
tinue in the years ahead, and to grow fiercer. 

Historically, immigration has almost always been 
more politically controversial than has trade. The 
issue is still so sensitive that tight restrictions on im- 
migration are nearly universal. Again, as with limits 
on trade, such restrictions make little sense if we look 
only at the aggregate welfare effects of international 
labour flows. It is easy to demonstrate that when la- 
bour is free to migrate to countries where it can be 
more productive (and earn correspondingly higher 
‘wages), there will be an increase in total world out- 
put of goods and services (see Krugman and Obstfeld 
2000: ch. 7). And total output must also increase in 
any economy that allows more immigrants to enter. 
‘This expansion in production makes it possible, in 
principle, for everyone to enjoy higher standards of 
living. Migration flows can actually serve the same 
economic purpose as trade flows, responding to price 
signals to improve economic efficiency. Indeed, in the 
standard Heckscher-Ohlin model of trade described 
earlier, trade is simply a function of country differ- 
ences in endowments of labour and other factors, and 
so international movements of goods and factors are, 
in fact, substitutes for one another. Countries abun- 
dantly endowed with labour, such as China and India, 
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and in which wages are thus quite low compared to 
wages paid elsewhere, are not only natural suppli- 
ers of labour-intensive exports for the world market, 
but are also natural suppliers of labour itself (that is, 
emigrants). 

As we already know, however, what matters most 
for politics is not that aggregate welfare gains are pos- 
sible from exchanges (of goods or factors) between 
economies; what matters most is that some people 
gain and others lose. Which individuals are most likely 
to oppose immigration? Again, the standard eco- 
nomic analysis emphasizes the importance of the dif- 
ferent types of productive factors—including land and 
capital, as above, with an additional distinction made 
between high-skilled labour (or ‘human capital’) and 
low-skilled or blue-collar labour. What is critical, as 
you will have already guessed, is the impact that immi- 
gration can have on relative supplies of factors of pro- 
duction in the local economy. If immigrants have low 
skill levels, as is typically assumed when discussing the 
effects of immigration in the advanced economies of 
Europe and North America, allowing more immigra- 
tion will increase the local supply of low-skilled labour 
relative to other factors. The effect is to lower the real 
wages of all low-skilled workers, as the new arrivals 
price themselves into employment by accepting lower 
pay, while raising the real earnings for local owners of 
land, capital, and skills, as demand for these other fac- 
tors increases. Of course, if a nation only allows high- 
skilled workers to immigrate, the effect will be lower 
real wages for high-skilled workers, but higher real 
earnings for low-skilled workers and owners of land 
and capital. 

‘The basic results from this simple model of the 
impact of immigration—often referred to as ‘factor- 
proportions’ analysis (see Borjas et al. 1996; Borjas 
1999)—are widely applicable. Immigration always 
harms local workers with similar skill levelsto those of 
the arriving workers, while benefiting local owners of 
other factors. Even if we allow for high levels of trade, 
which can partially offset the impact of immigration 
as economies adjust to the change in factor supplies 
by importing less of some goods that can now be pro- 
duced locally at a lower cost, the effects are always in 
the same direction—although they may become very 
small in size, and even disappear altogether, if the local 
economy is small relative to other economies (Leamer 
and Levinsohn 1995). The effects are even generally 
the same if we allow that the skills of workers can be 


highly ‘specific’ to particular industries, though the 
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impact of immigration on earnings will be larger for 
high-skilled (specific) workers in some industries than 
in others. Any inflow of unskilled labour will be espe- 
cially valuable for high-skilled workers in sectors that 
use unskilled labour more intensively, for example, but 
it will still benefit all high-skilled workers since output 
(and demand for their skills) will rise in each industry. 
Conversely, an inflow of any type of high-skilled la- 
bour will generate the largest decline in earnings for 
high-skilled workers in the same industry (those who 
own the same specific skills as the immigrants). But it 
will also hurt high-skilled workers in other industries 
in the local economy whose earnings will suffer, albeit 
in a relatively minor way, as demand for their types 
Of specific skills falls in response to the expansion tak- 
ing place in the industry into which the skilled immi- 
grants have moved. 

So, again, we have a very simple and generally ap- 
plicable way of identifying the policy preferences of 
individuals. Individuals can be expected to oppose 
any policy that would permit immigration of foreign 
workers with similar skill levels, but they will support 
other types of immigration. Individuals who make 
their living from ownership of land and capital are 
likely to be the strongest supporters of more open 
immigration laws. If we look at the political debates 
over immigration laws in particular countries, the 
alignment of organized interests often seems to fit 
with these expectations. The most vocal opposition to 
changes in immigration laws that would permit more 


low-skilled immigration often comes from labour un- 
ions representing blue-collar workers. In the United 
States, for example, the AFL-CIO has traditionally 
taken a very tough stance in favour of restrictive im- 
migration laws and border control measures aimed at 
stemming illegal immigration into the country from 
Mexico (Tichenor 2002: 209). American business and 
farm associations have taken a very different position, 
often lobbying for more lenient treatment of illegal 
immigrants and for larger quotas in various non-im- 
migrant working visa categories. In similar fashion, 
trade union federations in Britain, France, and Ger- 
many have raised protests about enlargement of the 
European Union and the possible influx of low-skilled 
workers into their economies from new member 
countries in Southern and Eastern Europe. Organiza- 
tions representing high-skilled workers have not shied 
away from immigration politics either, often lobbying 
to restrict inflows of immigrants with skills that match 
their own and would thus pose a competitive threat in 
the local labour market—the American Medical Asso- 
Giation, for example, the organization that represents 
doctors in the United States, has pushed hard to limit 
the number of foreign doctors granted visa status 
while also making it more difficult for them to obtain 
licences to practise (see Box 4.2). 

‘This simple approach to the political economy of 
immigration restrictions is very useful, at least as a 
first step towards understanding the political forces 
that are likely to shape policy outcomes. Itis extremely 


The ‘New World’ Closes Its 
Doors to Immigrants 


Beginning in the 1840s and 1850s, there was a huge surge in 
emigration from England, Ireland, and other parts of Europe and, 
‘Asia to the New World’ economies in North and South 
‘America and Australasia, where labour was relatively scarce and 
‘wage rates comparatively high. The rudimentary border controls 
‘and open policy towards immigrants in these frontier economies 
‘meant that labour flows responded quite quickly to economic 
events —and, in particular to gold rushes and other ‘booms’ 
_assodated with the construction of railways and the birth of 
new industries. Over time, however, as labour unions became 
‘more organized and politically influential in the New World 
economies, greater restrictions were imposed on immigration. 
‘The politcal pressure for limits on immigration became 





especialy strong during economic recessions, when local rates 
of unemployment often rose swiftly and labour groups blamed 
‘new immigrants for taking jobs away from ‘native! workers (see 
Goldin 1994). Between the 1880s and the 1920s, al the New 
‘World economies gradually dosed themselves off to 
immigration (see O'Rourke and Willamson 1999). In the United 
States, the first bans were imposed on Chinese immigrants in 
1882, and then on all Asian immigrants in 1917, when a tough 
Iteracy test was aso introduced as a way of limiting inflows of 
low-skilled workers In 1921, the Emergency Quota Act placed 
severe restrictions on all new arrivals. The strongest political 
support for these measures came from north-eastern states 
with highly urbanized populations working in manufacturing 
industries, where labour unions were particularly well organized 
and vocal 








difficult, however, to analyse the politics of immigra- 
tion without examining non-economic concerns 
among individuals related to questions of culture and 
identity. Immigration policy, after all, has a profound 
impact on who makes up the nation itself. In this way, 
it is quite different from trade policy. A great deal of 
research suggests that divisions among individuals 
over immigration policy are most strongly related to 
fundamental differences in cultural values associated 
with ethnic and racial tolerance and cosmopolitanism 
(e.g. Espenshade and Calhoun 1993; Citrin et al. 1997; 
McLaren 2001; Hainmueller and Hiscox 2007; Hain- 
mueller, Hiscox, and Margalit 2015). This question of 
whether preferences related to non-economic issues 
have a profound effect on attitudes towards foreign 
economic policies is one that we shall return to later. 


Foreign investment 


Capital can also move from one country to another. 
‘These movements usually do not take the form of 
a physical relocation of some existing buildings and 
machinery from a site in one nation to another site 
abroad (the equivalent to worker migration). Instead, 
they take the form of financial transactions between 
citizens of different nations that transfer ownership 
rights over assets: a firm in one country buys facilities 
abroad that it can operate as a subsidiary, for exam- 
ple, or individuals in one country buy shares in foreign 
companies, or a bank in one country lends money to 
foreign firms. All such transactions increase the stock 
of capital available for productive use in one country, 
and decrease the stock of capital in another country. 
‘The dramatic increase in the volume of interna- 
tional capital flows since the 1960s, outstripping the 
increase in trade, has had a profound impact on the 
international economy. Short-term flows of capital 
in the form of portfolio investment (purchases of 
company shares and other forms of securities, includ- 
ing government bonds), which can change direction 
quite rapidly in response to news and speculation 
about changing macroeconomic conditions and pos- 
sible adjustments in exchange rates, have had a major 
impact on the choices governments can make when 
it comes to monetary and exchange rate policies (see 
Pauly, Chapter 9 in this volume). Longer-term capi- 
tal flows in the form of ‘direct foreign investment™ 
(where the purchase of foreign assets by a firm based 
in one country gives it ownership control of a firm 
located on foreign soil), have perhaps been even more 
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politically controversial since the activities of these 
multinational firms have had major and highly visible 
effects in the host nations in which they manage affili- 
ates (see Thun, Chapter 7 in this volume). Many critics 
of multinational corporations fear that the economic 
leverage enjoyed by these firms, especially in small, 
developing nations, can undermine national policies 
aimed at improving environmental standards and 
human rights. The political debate over direct foreign 
investment is thus highly charged. 

Tight restrictions on both short- and long:term in- 
vestment by foreigners have been quite common his- 
torically, although the controls have been much less 
strict than those typically imposed on immigration. 
Clearly, these controls cannot be motivated by a desire 
for economic efficiency. If such controls are removed 
and capital is allowed to move freely to those locations 
in which itis used most productively (and where it will 
be rewarded, as a result, with higher earnings), itis easy 
to show that the total output of goods and services will 
be increased in both the country to which the capital is 
flowing and in the world economy as a whole. Again, 
this expansion in aggregate production makes it possi- 
ble, in principle, to raise the standard of living for people 
everywhere. International investment, just like the mi- 
gration of workers examined earlier, can serve the same 
economic purpose that is otherwise served by trade. In- 
ternational flows of capital substitute for the exports of 
capital-intensive goods and services in the benchmark 
Heckscher-Ohlin model. In general, then, we can ex- 
pect that the advanced industrial economies of Europe 
and the United States, which have abundant local sup- 
plies of capital for investment, and in which rates of 
return on capital are thus quite low compared with 
earnings elsewhere, are the natural suppliers of capital 
(as well as capital-intensive goods) to poorer nations, in 
which capital is in relatively scarce supply (see Box 4.3). 

One point worth making here about the likely 
direction of capital flows concerns the distinction 
between lending and portfolio flows of capital and 
direct foreign investment (see Ravenhill, Chapter 1 
in this volume). It is reasonable to imagine that the 
former types of international investment are driven 
purely by the quest to maximize (risk-adjusted) rates 
of return on capital, in line with the Heckscher-Ohlin 
model. With the caveat that capital-poor developing 
countries are often politically unstable, and high lev- 
els of risk can deter investors, we should, neverthe- 
less, expect large flows of capital from the industrial 
nations to the developing world. It is much less clear 
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Investment, Imperialism, and the 
‘Race for Africa’ 


Beginning in the 1870s, vast quantities of investment capital 
flowed from the centres of finance in Western Europe to the 
rest of the world, providing the capital necessary to develop 
railways and telegraph networks, ports. and new mining 
industries in eastern and central Europe, the Americas, and 
much of Asia. In the following decade, the political context in 
hich these foreign investments were made began to change 
drastically as an intense race developed among the major 
powers for political control of territories in Africa and Easter 
‘Asia. Governments in Britain, France, Germany, and Belgium 
made imperial expansion in these regions their most urgent. 
{foreign policy priority. Seizing politcal control of territories in 
which there was often no clear or stable governing authority. or 





at least not one capable of defending the area from conquest by 
outside force, was.a way to safeguard the investments that were 
being made in these territories (mostly in the production of raw 
materials such as cotton, sik, rubber, vegetable oils, and other 
products of tropical dimates, as well as raiways and ports, that 
Were all very vulnerable to seizure). These imperial policies were 
supported most strongly by financial interests and conservative 
parties, typically backed by commercial and shipping industries as 
well, and by military leaders anvious about the security 
implications of fling behind rivals in the control of strategic 
territories and ports British economist. A. Hobson 
(1902/1948), and following him, Lenin (1917/1996), famously 
interpreted the imperial expansion ofthis time as the natural 
consequence of owners of capital needing access to new 
investment opportunities overseas: imperialism was, in Hobson's 
terms, ‘excessive capita in search of investment 








that cconomy-wide differences in rates of return are 
critical for explaining patterns in direct foreign invest- 
ment. There is certainly a considerable amount of di- 
rect investment by European, American, and Japanese 
firms in developing nations, with many firms setting 
up a ‘vertical’ multinational structure of enterprises 
that locates land or labour-intensive parts of the pro- 
duction process in developing nations. But the vast 
bulk of direct foreign investment in the modern world 
economy, in fact, takes the form of capital flows be- 
tween the industrial economies themselves, with firms 
creating ‘horizontal’ structures in which similar func- 
tions are performed in facilities in different locations 
(see Graham and Krugman 1995: 36). This type of 
investment does not fit well with the standard Heck- 
scher-Ohlin predictions based on factor endowments, 
and is best explained instead by the special advantages 
that firms in some industries gain by jumping borders 
(and trade barriers), and by internalizing transactions 
within the firm itself. Firms that rely heavily on spe- 
cialized technologies, and management and market- 
ing expertise, may have a hard time selling these kinds 
of intangible assets to foreign companies it would like 
to work with as suppliers or distributors; instead, it 
may make far more sense to keep all these relation- 
ships within the firm (see Hymer 1976; Caves 1982). 
Many of these types of horizontal multinational firms 
also appear to have been established to secure access to 
foreign markets into which they might not otherwise 
be able to sell because they faced trade barriers. This 


“tariffjumping’ motive was a big factor in motivating 
Japanese auto firms to set up manufacturing facilities 
in both Europe and North America beginning in the 
1980s. The implication is that there is often a strong 
connection between the effects of trade policies and 
investment (and investment restrictions), a topic we 
shall return to in the final section of the chapter (see 
also Thun, Chapter 7 in this volume). 

Now, putting aside the aggregate welfare gains that 
the international movement of capital makes possible, 
which individuals are likely to benefit from such capi- 
tal lows, and which individuals will lose out? Here, we 
can simply apply the logic of the same ‘factor-propor- 
tions’ approach we used earlier to outline the effects 
of immigration. We might distinguish between differ- 
ent types of capital, in the same way that we distin- 
guished between low- and high-skilled labour above, 
and set apart lending and short-term or portfolio in- 
vestment flows from direct foreign investment. But to 
keep things simple here, we shall just consider them 
all as a single form of capital. What is critical here, of 
course, isthe impact that inflows of any foreign capital 
have on relative supplies of factors of production in 
the local economy. Allowing more inflows of capital 
from abroad will increase the local supply of capital 
relative to other factors, and thus lower real returns 
for local owners of capital. At the same time, inflows 
of investment will raise the real earnings of local own- 
ers of land and labour by increasing demand for these 
other factors of production. 


Again, even allowing for the fact that trade flows 
can partially offset the impact of international move- 
ments of factors of production—economies may 
adjust by importing lower quantities of some goods 
that are now less costly to produce at home—the 
direction of the effects on the incomes of different 
groups is always the same. Local owners of capital 
are disadvantaged by inflows of foreign capital; while 
local landowners and workers (in all categories) are 
better off. These effects may diminish in size in cases 
in which the local economy is small relative to oth- 
ers, as we noted earlier when discussing the income 
effects of immigration, but they are always working 
in the same direction. And, again, in parallel with the 
analysis of immigration flows, these income effects 
are not affected drastically by allowing that capital 
can take forms that are highly ‘specific’ to particular 
industries—though the effects may be larger for own- 
ets of some types of capital than others. This is es- 
pecially relevant when we think about direct foreign 
investment, which typically involves the relocation of 
a particular set of manufacturing or marketing activi- 
ties that require very specific types of technologies in 
a particular industry. An inflow of any type of specific 
capital will, of course, result in a decline in earnings 
for local owners of capital in the same industry; it will 
also hurt all others who own specific types of capital 
used in different industries—in a more marginal way, 
of course—as demand for their assets will fall in re- 
sponse to the expansion taking place in the industry 
favoured by foreign investment. 

We can thus expect that policies allowing greater 
inflows of foreign capital will be strongly opposed 
by individuals who own capital in the local economy, 
but such policies will be supported by local landown- 
ers and workers. There is some evidence that does 
fit well with these basic predictions. Perhaps the best 
‘example involves the way European and American 
auto companies have supported restrictions on the 
‘operations of local affiliates of their Japanese rivals 
since the 1980s. In Europe, auto firms pushed hard for 
an agreement with Japan that included cars produced 
in Japanese affiliates within the limits set on the total 
Japanese market share of the European auto market. 
In the United States, after some initial hesitation (per- 
haps reflecting the fact that they had themselves set up 
numerous foreign transplant firms around the world), 
the US auto firms supported a variety of proposals for 
‘domestic content’ laws that would have placed local 
affiliates of Japanese auto makers at a considerable 
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disadvantage by disrupting their relationships with 
parts suppliers at home (Crystal 2003). The ‘big three’ 
American firms (Ford, General Motors, and Chrysler) 
also seized the opportunity to demand high local con- 
tent requirements in the rules of origin for autos in 
the negotiations over the 1993 North American Free 
Trade Agreement, ensuring that they would have a 
‘major advantage over Japanese transplants producing 
cars in Mexico for the North American market. Inter- 
estingly, the workers we would expect to be strongly 
supportive of incoming Japanese investment in the 
auto industry, represented by the United Auto Work- 
ers union, were in fact quite lukewarm—perhaps be- 
cause they had long advocated that tough domestic 
content rules be applied to American firms, to prevent 
them from transplanting their parts manufacturing 
facilities to Canada and Mexico, and perhaps also in 
response to concerns that the foreign transplants set- 
ting up in southern American states such as Tennessee 
(Nissan) and Kentucky (Toyota) were not employing 
union members. 

Foreign investment tends to be even more politi- 
cally controversial in developing nations, where the 
behaviour of large foreign corporations can have 
profound effects on the local economy and on local 
politics. One particular concern among critics of mul- 
tinational firms has been the role that several large 
corporations have apparently played in supporting au- 
thoritarian governments that have restricted political 
organization among labour groups, limited growth in 
wage rates, and permitted firms to mistreat workers 
and pollute the environment (see Evans 1979; Klein 
2002). While the evidence is not very clear, in some 
cases, local owners of capital may well have muted 
their opposition to investments by foreign firms in 
order to support authoritarian policies adopted by 
military regimes: in Nigeria, for example, where Shell 
(the European oil company) has long been the major 
foreign investor, or more recently in Myanmar, where 
Unocal (an American oil and gas firm) is the key for- 
ign player. But the basic competitive tension between 
local capitalists and foreign firms (whose entry into 
the economy bids down local profits) is typically very 
obvious even in these unstable and non-democraticen- 
vironments, as local firms have often encouraged their 
governments to impose severe restrictions on foreign 
investments, including onerous regulations stipulating 
that foreign firms use local rather than imported in- 
puts, exclusion from key sectors of the economy, and 
even nationalization (seizure) of firms’ assets (Jenkins 
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1987: 172). Newer evidence suggests that, as we might 
expect given the preferences of labour in capital-poor 
developing nations, left-wing governments backed by 
organized labour have made the strongest efforts to 
lure foreign firms to make investments (Pinto 2003). 
So far, we have considered only the issue of whether 
governments relax restrictions on inflows of foreign 
capital. Of course, governments can and often do act 
to influence how much investment flows out of their 
economies. And the same holds for labour flows, as 
governments often try to affect emigration as well as 
immigration—many governments, in countries as 
diverse as Australia, Canada, and India, are worried 
about a ‘brain drain’ of skilled workers and profes- 
sionals, for example, and have adopted a range of 
policies to discourage or tax such labour flows. But 
the issue of outward direct investment, often involv- 
ing the ‘outsourcing’ of jobs by multinational firms 
to their affiliates in labour-abundant (low-wage) na- 
tions, has become an especially salient political issue 
recently in Europe and the United States. The politi- 
cal divisions over the issue are largely what we expect 
from the factor-proportions theory: those who own 
capital are strongly opposed to any restrictions on 
their ability to invest it abroad in order to earn higher 
profits, but restrictions on outward investment are 
strongly supported by local workers, who understand 
that capital outflows will reduce their real earnings. 
In the United States, for example, the most ardent ad- 
vocates of legislation that would raise the tax burden 
on profits earned abroad by American corporations 
has been the AFL-CIO and those workers among its 
membership that have been hit hardest by outsourcing 
(for example, labour unions in the textile and auto in- 
dustries). Interestingly, these labour unions have often 
had support from environmental and human rights 
groups concerned that competition among develop- 
ing countries to attract new investments from multi- 
national firms may produce a race to the bottom in 
environmental and labour standards. Coalitions of 
labour unions and human rights groups have waged 
campaigns to try to force US corporations to adhere to 
strict codes of conduct abroad. We shall discuss these 
types of multi-issue political coalitions below. 


Exchange rates 


Of course, a critical difference between transactions 
that take place between individuals living in the same 
country and transactions between people in different 


countries is that the latter require that people can con- 
vert one national currency into another. If a firm in 
Australia wants to import DVDs from a film studio 
in the United States, for example, it will need to ex- 
change its Australian dollars for US dollars to pay the 
‘American company. The rate at which this conversion 
takes place will obviously affect the transaction: the 
more Australian dollars it takes to buy the number of 
US dollars required (the price of the DVDs), the more 
costly are the imports for movie-loving Australian 
buyers. All the trade and investment transactions tak- 
ing place every day in the world economy are affected 
by the rates at which currencies are exchanged. 

Before the First World War, almost all governments 
fixed the value of their currency in terms of gold, 
thereby creating an international monetary system in 
which all rates of conversion between individual cur- 
rencies were held constant (for further discussion of 
this international gold standard, see Ravenhill, Box 
1.4 in this volume). Between the Second World War 
and 1973, most currencies were fixed in value to the 
US dollar, the most important currency in the post- 
war world economy. In this system, often referred to 
as the Bretton Woods system (see Ravenhill, Box 1.5 
in this volume), the United States agreed to guaran- 
tee the value of the dollar by committing to exchange 
dollars for gold at a set price of $35 per ounce. Since 
1973, when the Nixon administration officially aban- 
doned the fixed rate between the dollar and gold, all 
the major currencies have essentially been allowed to 
fluctuate freely in value in world financial markets (see 
Helleiner, Chapter 8 in this volume). Among develop- 
ing nations, however, many governments continue 
to fix the value of their currency in terms of dollars 
or another of the major currencies (see Frieden et al. 
2001). And groups of nations in different regions of 
the world, including the members of the European 
Union, have made separate efforts to stabilize ex- 
change rates at the regional level, even progressing to 
the adoption of a common regional currency. 

‘The fundamental choice each government must 
make involves deciding whether to allow the value of 
the national currency to fluctuate freely in response 
to market demand and supply, or instead fix the value 
of the currency in terms of some other currency or 
external standard—typically, the currency of a major 
trading partner or, as was common in the past, gold 
(@ precious metal valued highly in most societies 
throughout history). When a government chooses to 
fix the value of the national currency, it sets the official 


rate of exchange and commits itself to buy the cur- 
rency at that fixed rate when requested to by private 
actors or foreign governments. Between a ‘pure float’ 
and a fixed exchange rate there are intermediate op- 
tions: a government can choose a target value for the 
exchange rate and only allow the currency to fluctu- 
ate in value within some range around the target rate. 
‘The wider this range, of course, the more policy ap- 
proximates floating the currency (see Box 4.4). 

When it comes to trade, immigration, and invest- 
ment, economists agree almost universally on the 
policy choice that is best for maximizing national 
(and world) output, and hence general standards of 
living: removing barriers to all types of international 
exchange is optimal, because it allows resources to be 
allocated in the most productive way. There is no simi- 
lar consensus, however, on the best approach to cur- 
rency policy. Fixing the exchange rate has both pros 
and cons, and itis not always clear which are larger. By 
eliminating fluctuations in the exchange rate, fixing 
makes international trade and investment less costly 
for firms and individuals, since they will not need to 
worry that the benefits from these international trans- 
actions will be affected adversely by some sudden, un- 
expected shift in exchange rates. By doing away with 


The Domestic Sources of Foreign Economic Policies 


exchange rate risk, fixing allows the economy to bene- 
fitmore fully from international trade and investment. 
But what is the downside? What does the government 
give up by pledging to buy or sell its own currency on 
request at the official rate of exchange? The answer, in 
short, is control over monetary policy. 

A nation’s monetary policy regulates the supply 
of money (and the associated cost of credit) in order 
to manage aggregate levels of economic activity, and 
hence levels of inflation and unemployment. Govern- 
‘ments typically use monetary policy to counter eco- 
nomic cycles: they expand the supply of money and 
lower the cost of credit during recessions to increase 
economic activity and promote job creation, and re- 
strict the supply of money and raise the cost of bor- 
rowing during ‘booms’ to slow economic activity and 
control inflation. When a government commits to fix- 
ing the exchange rate, it effectively gives up the ability 
to tailor monetary policy to manage domestic eco- 
nomic conditions. To see why, just imagine what hap- 
pens to money supply if, at the given exchange rate, 
the nation’s residents spend more on foreign goods, 
services and assets in any given period than foreign- 
ers buy from firms and individuals in that nation: the 
country's balance of payments, which registers the 


The Politics of the Rising Dollar 


Between 1980 and 1985, the US dollar rose by approximately 
50 per cent in value against the japanese yen and by roughly 
similar amounts against the German Deutschmark and the 
British pound. The rapid dolar appreciation placed immense 
strain on US producers of traded goods and services, and by 
1985 the Reagan government was being lobbied strenuously by 
a large variety of groups asking for some kind of action to halt 
‘the rise (see Destler and Henning 1989). The strongest pressure 
‘ame from groups in a broad collection of export-oriented 
sectors, including grain farmers, rms such as IBM and Motorola 
inthe computer industry, and Caterpilar, a large exporter of 
construction equipment and machinery. The voices of these 
exporters were swelled by protests coming from firms in 
import-competing industries. including the major auto 
companies and the steel-makers. The initial reaction from the 
Reagan administration was to st tight and characterize the rise 
Of the dollar as.a sign that the rest of the world held the United 
States and its economy in high esteem. The government had set 
a course to restrain inflation when entering office in 1981, and 
had raised US interest rates considerably. Taking action to 
clevalue the dollar would have thrown into substantial doubt this, 





commitment to defeat inflation, After their inital pleas were 
rebuffed by the White House, however: many groups from the 
steel, auto, and textiles industries began demanding new forms. 
of trade protection instead, bombarding Congress with calls for 
‘trade barriers that would make up for the competitive effects of 
‘the dollar appreciation. It was this threat of runaway 
protectionism in Congress that finally prompted the government 
‘to take action on the dollar: In 1985, the White House reached 
an agreement with the governments of Japan, Germany, Britain, 
and France, which became known as the Plaza Accord (a 
reference to the lavish New York hotel in which it was 
negotiated). This deal provided for a cooperative effort to 
manage a gradual depreciation of the dollar against the other 
currencies, with each government agreeing to alter its 
‘macroeconomic policies in such a way as to ease demand for the 
dollar compared with other currencies (for example, the Reagan 
government agreed to lower interest rates and to make a new 
effort to reduce the size of the US budget deficit). By giving up 
some control over macroeconomic policy, n coordination with 
other governments, the White House was able to reverse the 
‘se of the dollar and ease the strain imposed on US producers 
of traded goods and services. 
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value of all transactions with the rest of the world, 
will be in deficit. This means that that there is less 
overall demand for the country’s currency than forthe 
currencies of other countries (needed for residents to 
buy foreign products and assets). To satisfy this excess 
demand for foreign currencies and to maintain the 
exchange rate at the fixed level, the government will 
be a net buyer of its own currency, selling off its re- 
serves of foreign currencies (or gold). The automatic 
effect of maintaining the fixed exchange rate in these 
conditions, then, is to reduce the total supply of the 
nation’s money in circulation and slow domestic eco- 
nomic activity. Just the opposite should occur when 
the nation runs a balance of payments surplus: excess 
demand for its currency compared to other currencies 
will require that the government increases the supply 
of its money in circulation, thus stimulating economic 
activity. 

In effect, then, fixing the value of the currency 
makes monetary policy a hostage to exchange rate 
policy. Even if a government sets the exchange rate at 
a level that it hopes will generate no balance of pay- 
ments deficits or surpluses, since the balance of inter- 
national transactions in any period will depend heavily 
on external economic conditions and events in foreign 
countries, ithas very little control. A recession abroad, 
for example, will reduce purchases of a nation’s prod- 
ucts by foreigners and lead toa deficit in the balance of 
payments, and so, if currency values are fixed firmly, 
this recession will be ‘transmitted’ to the home nation 
by the subsequent reduction in its money supply. 

The crux of the choice between fixed and float- 
ing exchange rates is the choice between stability and 
policy control: a stable exchange rate will increase the 
economic benefits attainable from international trade 
and investment, but this requires giving up the ability 
to adjust monetary policy to suit domestic economic 
conditions. Governments in the most advanced econ- 
‘omies have generally decided that policy control is 
more important to them than exchange rate stability, 
at least since the early 1970s. Governments in smaller, 
developing nations have mainly chosen exchange rate 
stability over policy control. In part, this is because 
these countries tend to rely more heavily on trade and 
foreign investment as sources of economic growth. 
This choice is also more attractive for governments 
in smaller countries trying to defeat chronic inflation. 
Government promises to deal with runaway inflation 
in these countries may not be regarded as credible by 
private actors if governments in the past have shown 


a tendency to act irresponsibly (for example, by print- 
ing and spending large amounts of money) when fac- 
ing electoral challenges. Since the expectations that 
private actors have about government policy feed 
directly into the prices (and wages) set, inflationary 
expectations can have devastating effects. In such cir- 
‘cumstances, fixing the nation’s currency in terms of 
the currency of a major trading partner with a com- 
paratively low rate of inflation can serve an impor- 
tant function, providing a way for the government to 
commit itself more credibly to a low-inflation mon- 
etary policy. In essence, by committing to keep the 
exchange rate fixed, the government is ceding control 
of monetary policy in a very clear and visible way, and 
anchoring inflation at home to the inflation rate in the 
partner country (see Giavazzi and Pagano 1988; Broz 
and Frieden 2001). 

In terms of the effects on aggregate welfare, the 
wisdom of fixing exchange rates is thus not always 
crystal clear. The best or most preferred policy for 
different sets of individuals within each country can 
similarly be difficult to identify. Consider first the 
case in which we assume that factors of production 
are mobile between sectors in the domestic economy 
(they are not ‘specific’ to particular sectors), and so we 
can apply the logic of the Stolper-Samuelson theo- 
rem and factor-proportions analysis. Since exchange 
rate volatility serves, in effect, as an added barrier or 
cost to international trade and investment flows, we 
have a place to begin when trying to map the policy 
preferences of individuals: in each economy, owners 
of locally abundant factors are more likely to support 
a fixed exchange rate, while owners of locally scarce 
factors are more likely to prefer a floating rate. In the 
capital-abundant, labour-scarce advanced economies 
of Europe and the United States, we might thus expect 
a simple class division over exchange rate policy: fixed 
rates benefit owners of capital at the expense of work- 
ers. We could expect the reverse alignment of class 
interests in the labour-abundant, capital-scarce econo- 
mies of, say, China and India. In such countries, greater 
exchange rate certainty should encourage more trade 
and greater inflows of foreign investment, and both 
types of international flows will benefit workers at the 
expense of local owners of capital. 

But, here, we cannot think about exchange rate 
stability without also thinking about monetary policy 
control. In general, workers might be expected to 
‘oppose fixed exchange rates in most circumstances, 
since they are likely to bear greater costs than others 


when monetary policy can no longer be used to avert 
economic downturns resulting in higher levels of un- 
employment. Owners of capital, on the other hand, 
care less about unemployment rates than they do 
about keeping inflation in check, which is typically 
much easier for the government to achieve (as noted 
earlier) when monetary policy is committed to keep- 
ing the exchange rate fixed. Just as in the case for the 
nation as whole, then, owners of labour and owners 
of capital may have to make a difficult choice about 
where they stand in terms of the trade-off between 
the effects of greater currency stability and less mon- 
etary policy control. In contemporary, labour-scarce 
Europe, for example, workers would seem to be bet- 
ter off along both dimensions if exchange rates were 
more flexible, while owners of capital should prefer 
fixed rates. There is some evidence that fits in with this 
interpretation. Labour unions in Western European 
countries generally provided the most vocal opposi- 
tion to government policies aimed at fixing or stabiliz- 
ing exchange rates in the 1970s and 1980s, particularly 
in France and Italy. But the record is mixed. While 
the labour-backed Socialist government that came to 
power in France in 1981 initially abandoned exchange 
rate stability as a goal, by 1983 it was committed to a 
fixed currency peg (see Oatley 1997). In fact, during 
the interwar period in Europe, left-wing governments 
tended to keep their currencies fixed to the gold stand- 
ard longer than other governments (Simmons 1994). 
And looking across a broader range of countries, in 
which labour is the locally abundant factor and capi- 
tal is scarce, the preferences of these broad classes of 
individuals when it comes to exchange rates becomes 
even more difficult to predict. 

Perhaps one major reason why it is difficult to find 
compelling evidence to support simple class-based in- 
terpretations of exchange rate politics is that individu- 
als tend to see things very differently depending on the 
industries in which they are employed and invested. If 
we allow, as in previous discussions above, that factors 
of production are typically very specific to particular 
industries, we get a very different picture of the align- 
ment of individual preferences on the exchange rate 
issue. And the picture is also much clearer. Individuals 
employed or invested in sectors that invest or sell in 
foreign markets are likely to favour exchange rate sta- 
bility, since fluctuations in rates impose costs on their 
international transactions and because they have a rel- 
atively small economic stake in domestic (versus for- 
eign) macroeconomic conditions. Those individuals 
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associated with firms and banks that invest heavily in 
foreign markets, for example, and export-oriented sec- 
tors that sell a large proportion of their output abroad, 
should thus tend to support fixed exchange rates, On 
the other hand, owners and employees in import- 
competing industries and those producing non-traded 
services (for example, building, transportation, sales) 
whose incomes depend overwhelmingly on domestic 
economic conditions, are likely to favour flexible ex- 
change rates that allow the government more control 
‘over monetary policy. There is some compelling evi- 
dence supporting these predictions, especially in the 
debates over exchange rate policy in the mostadvanced 
economies. In Europe in recent decades, for example, 
the strongest support for fixing exchange rates and ul- 
timately, for creating a common European currency) 
has come from the international banks, multinational 
firms in a diverse range of industries (including auto 
firms such as BMW and Mercedes), and from export- 
oriented sectors. The strongest opposition to fixed 
rates has tended to come from owners and labour 
unions associated with import-competing industries 
such as coal, steel, and textiles, especially in nations 
such as France and Italy that have battled relatively 
high rates of inflation (see Frieden 1994). In develop- 
ing nations, recent studies have indicated that govern- 
ments are more likely to float their currency when 
the import-competing manufacturing sector accounts 
for a large proportion of the local economy (Frieden 
etal. 2001). 

Finally, when a government does decide to fix or 
stabilize its currency, it must also decide the level at 
which to set the exchange rate. Whether the currency 
should be ‘stronger’ (that is, take a higher value ver- 
sus other currencies) or ‘weaker’ (a lower value) is a 
second, important dimension of exchange rate policy. 
Even when the currency is floating, in fact, if it hap- 
pens to move strongly in one direction or another, the 
{issue can become a salient one, since the government 
may be called upon to intervene in an effort to raise 
or lower the exchange rate towards some new target. 
‘Whaat is interesting in this regard is that the alignment 
of the various groups in terms of preferences for fix- 
ing versus floating the currency are not quite the same 
as the way they are positioned on the issue of the 
actual rate that should be set or targeted. A stronger 
currency will harm those in both export-oriented and 
import-competing industries, since it will make their 
products less attractive to consumers relative to the 
foreign alternatives. Individuals in these sectors should 
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prefer a weaker currency. But a weaker currency will 
harm all others in the local economy by eroding their 
purchasing power when it comes to buying foreign 
goods and services. Owners and employees in non- 
traded sectors should prefer a stronger currency, as 
should any multinational firms or international banks 
that are investing abroad and purchasing foreign assets 
(Frieden 1994). In the real world of politics, in cases 
in which the level of a nation’s exchange rate has, in 
fact, become a salient political issue, these types of 
coalitions do appear to emerge. Devaluation of the 
US dollar became a major election issue in the 1890s, 
for example, with the rise of the Populist movement, 
supported predominantly by export-oriented farm- 
ers who demanded a break from the gold standard in 
order to reset the dollar exchange rate at a lower level. 
‘The Populists were opposed most strongly by banking 
and commercial interests in the north-eastern states, 
who favoured a strong dollar (see Frieden 1997). 


KEY POINTS 


‘According to the Stolper-Samuielson theorem. trade 

benefits those who own the factors of production with 

which the economy is relatively well endowed, and hurts 

‘owners of scarce factors 

‘+ In the alternative ‘specific factors’ model, individuals 
employed or invested in export industries are the ones 
who benefit from trade, while those who are attached to 
import-competing industries are disadvantaged. 

‘+ The leading research assumes that the specific factors 
approach is the most appropriate way to think about 
the effects of trade in the contemporary advanced 
economies. 

‘+ Immigration harms the real earnings of local workers with 
similar skill levels to those of the arriving workers. while 
benefiting everyone else in the host country. 

+ Inflows of foreign capital wil hurt individuals who own 
capital in the local economy, while benefiting all local 
landowners and workers. 

+ Individuals attached to firms and banks that invest abroad 
or export a large proportion of their output are fikely to 
favour a fixed exchange rate. On the other hand, owners 
and employees in import-competing industries and those 
producing non-traded services are ikely to favour a 
flexible exchange rate. 

+ A stronger currency will harm thase in both export- 

oriented and import-competing industries, while 

benefiting all others in the local economy. 











Institutions 


Once we have specified the preferences of different in- 
dividuals and groups on any particular issue, we need 
to think about how much influence they will have 
over policy outcomes. This is where political institu- 
tions come in to play. Political institutions establish the 
rulesby which policy is made, and thus how the policy 
preferences of different groups are weighed in the 
process that determines the policy outcome. It is ap- 
propriate here to start with the broadest types of rules 
first, and consider the formal mechanisms by which 
governments and representatives in legislative bod- 
ies are elected (or otherwise come to power). These 
broad features of the institutional environment have 
large effects on all types of policies. But, then, we can 
move on to discuss more specific aspects of the leg- 
islative process and administrative agencies that have 
implications for the formulation and implementation 
of trade, immigration, investment, and exchange rate 
policies. 


Elections and representation 


Perhaps it is best to start with the observation that 
the general relationship between democratization 
and foreign economic policymaking is a matter that 
is still open to considerable theoretical and empir- 
ical doubt. Part of the puzzle is that there is a great 
deal of variation in the levels of economic openness 
we have observed among autocratic nations. In auto- 
cratic regimes, the orientation of policy will depend 
on the particular desires and motivations of the (non- 
elected) leadership, and there are different theoretical 
approaches to this issue. Non-clected governments 
could pursue trade and investment liberalization, on 
the one hand, if they calculate that this will increase 
their own power or wealth (for example, through tax- 
ation) by increasing national economic output. Such 
policies may be easier to adopt because autocratic 
leaders are more insulated than their democratic 
counterparts from the political demands made by any 
organized domestic groups that favour trade protec- 
tion and limits on foreign investment (Haggard 1990). 
Perhaps this is an apt description of the state of affairs 
in China, as it has been opening its economy gradu- 
ally to trade and investment since the 1980s, and non- 
democratic governments in Taiwan and South Korea 
pursued trade liberalization even more rapidly in the 
1960s. On the other hand, autocratic governments 


may draw political support from small, powerful 
groups that favour trade protection. Many such gov- 
ernments appear to have used trade and investment 
barriers in ways that were aimed at consolidating their 
rule (Wintrobe 1998). The experience in Sub-Saharan 
African nations since the 1960s, and in Pakistan and 
Myanmar, seems to fit this mould. Without a detailed 
assessment of the particular groups upon which a 
particular authoritarian regime depends for political 
backing, itis quite difficult to make predictions about 
likely policy outcomes under non-democratic rule. 

In formal democracies that hold real elections, the 
most fundamental set of political rules is the set that 
defines which individuals get to vote. If the franchise 
law gives more weight to one side in a policy contest 
compared to others, it can obviously have a great 
impact on policy outcomes. Where only those who 
own land can vote, for example, agricultural interests 
will be privileged in the policymaking process. If this 
landowning elite favours trade protection, as it did in 
Britain in the years before the Great Reform Act of 
1832, then such a policy is almost certain to be held 
firmly in place. By shifting political power away from 
landowners and towards urban owners of capital and 
labour, extensions of the franchise had a major im- 
pact on all forms of economic policy during the late 
nineteenth and early twentieth centuries in Europe, 
America, and elsewhere. In England, the extension 
of voting power to the middle and working classes, 
achieved in the reforms of 1832 and 1867, had the ef- 
fect of making free trade politically invincible—with 
a huge block of workers along with the urban busi- 
ness class supporting trade openness, and only a tiny 
fraction of the electorate (the traditional rural elites) 
against it, a government that endorsed tariffs or re- 
strictions on investment would have been committing 
electoral suicide. In the United States and Australia, on 
the other hand, where labour and capital were in rela- 
tively scarce supply, the elimination of property quali- 
fications for voting and the extension of suffrage had 
exactly the opposite effect, empowering a larger block 
of urban voters who favoured high tariffs. In general, 
extensions of the franchise to urban classes tend to 
produce more open policies toward trade, immigra- 
tion, and investment in labour and capital-abundant 
countries, but more closed or protectionist policies in 
labour- and capital-scarce economies. 

The precise rules by which representatives are 
elected to national legislatures are the next critical fea- 
ture of the institutional environment. Scholars have 
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suggested that, in parliamentary systems in which leg- 
islative seats are apportioned among parties according, 
to the proportion of votes they receive (‘proportional 
representation’), narrowly organized groups have far 
less impact on policymaking in general than they do 
in electoral systems in which individual seats are de- 
cided by the plurality rule (see Rogowski 1987). Par- 
liamentary systems with proportional representation 
tend to encourage the formation of strong, cohesive 
political parties which appeal to a national constitu- 
ency and have less to gain in electoral terms by re- 
sponding to localized and particularistic demands in 
marginal or contested districts (McGillivray 1997). 
Other types of systems, in contrast, tend to encour- 
age intra-party competition among individual politi- 
cians and the development of a ‘personal vote’ in each 
particular electoral district, and are thus more condu- 
cive to interest-group lobbying. The implications for 
foreign economic policies are usually spelt out in very 
clear terms: we expect that proportional representa- 
tion systems with strong political parties (for example, 
Sweden) will typically produce lower levels of trade 
protection and other restrictions than alternative 
types of electoral systems (for example, Britain, the 
United States) in which particular local and regional 
interests have a greater influence. 

‘These conclusions about the impact of particular- 
istic groups in different types of electoral systems rest 
upon a critical insight derived from theoretical work 
on collective action in trade politics: that there is a fun- 
damental asymmetry between the lobbying pressure 
generated from groups secking protectionist policies, 
and the lobbying pressure that comes from groups 
who oppose such restrictions. The main reason for 
this is that restrictions on imports and other types of 
exchange, when imposed one at a time, tend to have 
very uneven effects. As we know from the analysis of 
the specific factors model earlier, the benefits of a tar- 
iff on a particular good are concentrated on the own- 
ers of capital and labour engaged in that particular 
industry. If the tariff is substantial, these benefits are 
likely to be quite large as a share of the incomes of 
those individuals, and thus they will typically be will- 
ing to spend a good deal of their time and energy (and 
savings) lobbying to ensure they get the tariff they 
want. The stakes are very high for them. In contrast, 
the costs of the tariff are shared among all the own- 
ers of other types of specific factors in the economy; 
they are dispersed so broadly, in fact, that they tend 
to be quite small as a fraction of the incomes of these 
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individuals. Thus, it is unlikely that those hurt by the 
new tariff will be prepared to devote resources to lob- 
bying against the policy proposal. Collective political 
action will always be much easier to organize in the 
relatively small groups that benefit from a particular 
trade restriction than in the much larger groups (the 
rest of the economy) that are hurt by the restriction 
(see Olson 1965). Perhaps the best example of this 
logicis the extraordinary political power that has been 
demonstrated by the small, highly organized agricul- 
tural groups in Europe, the United States, and Japan 
since the 1950s. These groups, which together repre- 
sent a tiny fraction of the population in each political 
system, have been able to win extremely high (if not 
prohibitive) rates of protection from imports and lav- 
ish subsidies (see Tyers and Anderson 1992). 

Other aspects of electoral institutions may also play 
a role in shaping policy outcomes (see Box 4.5). In 
general, smaller electoral districts in plurality systems 
may be expected to increase the influence of sectoral 
or particularistic groups over elected representatives, 
and thus lead to higher levels of protection (Rogoswki 
1987; Alt and Gilligan 1994). In larger districts, political 


representatives will be forced to balance the interests 
of a greater variety of industry groups when making 
decisions about policies, and will be less affected by the 
demands of any particular industry lobby, and a larger 
share of the costs of any tariff or restriction will be ‘in- 
ternalized’ among voters within the district. From this 
perspective, upper chambers of parliaments, which 
typically allocate seats among representatives of much 
larger electoral districts than those in lower chambers, 
tend to be less inclined toward trade protection and 
other types of restrictive foreign economic policies. 
Meanwhile, in legislative chambers in which seats are 
defined along political / geographical lines without re- 
gard for population (for example, in the United States 
Senate, where each state receives two seats), agricul- 
tural, forestry, and mining interests in underpopulated 
areas typically gain a great deal more influence over 
policymaking than they can wield in chambers (for 
example, the United States House of Representatives) 
where legislative seats are defined based on the num- 
ber of voters in each district. 

We have generally been focusing on trade poli 
cies, since most of the past research on the effects of 





The Institutional Foundations 
of the Gold Standard 


(Why was the gold standard, the system of fixed exchange rates 
‘that appeared to work so wellin bringing order and stability to 
‘the global economy between the 1880s and 1914, so dificult to 
re-establish in the 1920s? One very important reason has to do 
with the major changes in politica institutions that took place in 
‘Western nations around the time of the First World War: The 
gold standard required that governments give up control of 
‘monetary policy in order to keep the value of their currencies 
fixed in terms of gold (and one another). In essence, 
‘macroeconomic policy was held hostage to exchange rate 
policy, so that currency values were stable. This was especially 
difficult for small economies that happened to run large balance 
of payments deficits atthe set rates of exchange. To maintain 
their exchange rates, they were forced to reduce the supply of 
their money in circulation and raise interest rates, thereby 
‘reducing economic activity at home and increasing 
unemployment. If they were already in the middle of an 
‘economic recession, this meant making the downturn even 
‘worse. Governments could only follow through with this type 
of commitment toa fixed exchange rate ifthe economic costs 





‘of recession—which fll predominantly upon workers who lost 
jobs and income, and small businesses and farmers driven into 
‘debt—did not have direct politcal consequences in terms of 
‘their ability to remain in office. Ths changed in many nations 
‘around the start of the twentieth century, when electoral laws 
‘were reformed, extending the franchise to larger proportions, 
‘of the population (including workers who had previously been 
denied the right to vote in many places). Around the same 
time, labour organizations, including trade unions and labour 
parties, grew in political strength in almost all the Western 
‘economies. using strikes to push for political reforms while 
\gining significant electoral representation for the first time. 
‘Given these profound changes in the ie of the political land, the 
attempts to recreate the gold standard in the interwar period 
‘appear to have been doomed from the outset. Governments 
‘elected by much broader segments of the population were 
increasingly unwilling to give up their ability to manage domestic 
‘economic conditions, especially during recessions, in order 
merely to maintain the gold parity. Eventually. after weathering 
several smaller crises, the system collapsed when governments 
began to abandon the gold standard completely after 1929 in 
response to the onset of the Great Depression. 








institutions has tended to concentrate on tariff levels. 
But recent studies also suggest that differences in elec- 
toral institutions can have a significant impact on ex- 
change rate policies. In particular, in plurality systems 
in which elections are all-or-nothing contests between 
the major parties, governments appear to be far less 
likely to fix exchange rates and give up control over 
monetary policy than governments in proportional 
representation systems (see Clark and Hallerberg 
2000). It appears that the costs of having ceded control 
over monetary policy in plurality systems, should the 
government face an election contest during an eco- 
nomic slump, are much higher than elsewhere. This 
difference also appears to be more pronounced for 
governments in plurality systems, in which the timing 
of elections is predetermined by law (Bernhard and 
Leblang 1999). 


Legislatures and policymaking rules 


‘The rules that govern the way national legislatures 
go about making laws can have profound effects on 
the way the preferences of individuals and groups are 
aggregated into different types of foreign economic 
policies. These rules determine the way new poli- 
cies are proposed, considered, amended, and voted 
upon. They structure the interactions among different 
legislative and executive bodies, and establish which 
branches have what types of agenda setting and veto 
power over policy. 

Most of the recent research on the impact of legisla- 
tive institutions on foreign economic policies has been 
focused on American trade policy. The point of depar- 
ture for many studies is the infamous Smoot-Hawley 
‘Tariff Act of 1930, which was such a disaster that it 
helped to inspire a fairly radical change in the rules by 
which Congress has dealt with trade policy ever since. 
The core of the legislative problem, as many see it, is 
the possibility for logrolling or vote-trading between 
protectionist interests. The benefits of a tariff or trade 
restriction can often go to an import-competing in- 
dustry located almost entirely in one electoral district, 
with the costs borne generally by individuals across 
the rest of the economy. In such cases, lobbying pres- 
sure by these industries can generate a protectionist 
logroll when tariffs are being set by voting among 
members of a legislature: each member of the legis- 
lature will propose generous protective measures for 
industries in his or her own district without account- 
ing for the costs they impose on individuals elsewhere. 


The Domestic Sources of Foreign Economic Policies 


‘To gain support for these measures, each member will 
vote in favour of similar measures proposed by other 
legislators. If members can vote indefinitely on a se- 
quence of such proposals, a policy that includes every 
new tariff can be the equilibrium outcome (supported 
by each legislator's belief that a vote against another's 
proposal would induce others to retaliate by offering 
an amendment to withdraw protection from the de- 
fector's district). The result of such unchecked logroll- 
ingiis a vast array of protective measures, such that all 
individuals are far worse off than they were before the 
bill was passed (see Weingast ct al. 1981). 

According to conventional wisdom, the Smoot~ 
Hawley tariff was just such a logrolling disaster, and 
Congress reacted to it in a remarkably sensible way by 
redesigning the rules governing the way trade policy 
was made. Specifically, Congress delegated to the ex- 
ecutive branch the authority to alter US trade policy 
by negotiating reciprocal trade agreements with other 
countries. This practice of delegating negotiating au- 
thority to the president has been continued since 1934, 
By delegating authority over policy to the president, 
who would presumably set trade policy to benefit all 
individuals within the one, national electoral district, 
this innovation eliminated the spectre of protection- 
ist logrolling completely, and ensured that all the 
costs of trade protection were fully ‘internalized’ by 
a decision-maker accountable to all voters. In addi- 
tion, by empowering the president to negotiate trade 
agreements that elicited reciprocal tariff reductions 
from other countries, the change helped to mobilize 
support for trade liberalization among export inter- 
ests who could now expect improved sales abroad as a 
result of tariff reductions at home. 

The lessons drawn from this case are almost cer- 
tainly overstated, and the conventional account has 
some gaping inconsistencies. In particular, there ap- 
pears to have been no learning at all on the part of 
members of Congress between 1930 and 1934: the 
congressional voting records indicate that, among 
the members voting on both bills, almost all those 
who voted for Smoot-Hawley in 1930 voted against 
the Reciprocal Trade Agreements Act (RTAA) (see 
Schnietz 1994). Moreover, itis not at all clear that pro- 
tectionist logrolls have been an otherwise unsolvable 
problem for tariff legislation in the US Congress (or 
elsewhere)—what of all the cases in which liberalizing 
bills were passed by legislatures in the absence of dele- 
gation? In the US Congressiitself, the major acts passed 
by the Democrats when in control of government 
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before the 1930s (the Wilson Tariff of 1894 and the 
Underwood Tariff of 1913) stand out in this regard. 
Examples also abound in the legislative histories of 
other Western democracies. It should not be a mys- 
tery as to why. In parliamentary systems, political 
parties play critical roles in controlling the legislative 
agenda. In proportional representation systems these 
parties compete fora share of the national vote, and so 
legislation designed to appease district-specific inter- 
ests holds little appeal. Even in plurality rule systems, 
however, the majority party that forms a government 
typically imposes strict control over the policy agenda 
in a way that prevents such self-defeating logrolls. Fi- 
nally, the notion that presidents, simply by dint of hav- 
ing a large (national) constituency, must be champions 
of freer trade is hopelessly ahistorical. Here, again, we 
cannot ignore the critical role played by political par- 
ties, In the US case, the Republican base of support 
between the 1840s and 1940s was concentrated among 
‘manufacturing interests in the north-east and Midwest 
states and was staunchly protectionist, and a long list 
of Republican presidents championed high tariffs in 


election campaigns and backed the most protection- 
ist of Republican tariff bills in Congress (see Hiscox 
1999). More generally, in all the Western democracies, 
political parties typically have very distinct core con- 
stituencies among the electorate, defined in regional 
or class terms, to whom they are principally account- 
able when designing policies. Whether a government 
allows protectionist amendments during legislative 
deliberations of policy, and whether a president sup- 
ports trade liberalization, will depend on their parti- 
san affiliation and the preferences of their party's core 
electoral base. 

Despite the distortions, the story of the RTAA still 
holds some valuable lessons for thinking about ways 
in which legislative rules can affect foreign economic 
policies (see Box 4.6). The explicit institutional connec- 
tion that the RTAA forged between tariff reductions at 
home and reciprocal reductions in tariffs abroad cer- 
tainly played a role in generating increased support for 
trade policy reform among export-oriented industries, 
and thus made it easier for all policymakers to sup- 
port trade liberalization. This link is now more-or-less 


The Reciprocal Trade Agreements 
Act of 1934 (RTAA) 


In 1930, the US Congress passed the infamous Smoot-Hawley 
Tariff Act, which raised import duties on a vast array of 
‘manufactured and agricultural goods (some to over 200 per 
cent), and was dubbed the worst tarif bilin the nation’ history 
even before it was passed. Retaliation from other countries, in 
‘the form of higher tariffs, was swift and substantial, and the 
subsequent sharp decine in world trade and the collapse of the 
fragile international monetary system increased the depth and 
scope of the Great Depression. The 1930 tariff bill was widely 
regarded as a case of protectionist logroling run wild. The 
Senate alone made |,253 amendments to the original House bill 
and duties on over 20,000 items were altered (see Pastor 1980: 
77-8), When the Democrats won control of the White House, 
‘and majorities in Congress, in 1932, they looked for a way to 
make a change. Rural interests still made up a large part of the 
Democrats’ electoral base, especialy in the south, and still 
strongly favoured trade and the party's tracitional ant-tarff 
platform. Unilateral tariff reductions were politically sensitive in 
‘the middle of a recession, however, and were not popular at ll 
‘among workers, who had thrown their support behind the 
Democrats in the 1932 campaign. Franklin D. Roosevelt's 





secretary of state, Cordell Hull long-time advocate of free 
‘rade, instead designed new legislation that would permit the 
president to negotiate bilateral treaties with trading partners, to 
restart trade by making reciprocal reductions in import duties. 
Passed as the Reciprocal Trade Agreements Act in 1934 
(RTAA), the legstation granted the president authority (for 
‘three years) to negotiate alterations of up to SO per cent in the 
‘existing import duties. When that intial authority expired in 
1937, Congress renewed it and continued to do so in the 
decades that followed. Beginning in 1974, the president's 
authority was expanded to cover negotiations over a range of 
non-tariff barriers to trade (NTBs), although various procedural 
and monitoring provisions were also introduced to constrain 
‘executive behaviour, and the Congress maintained the power to 
approve or reject any trade agreement by vote (under the so- 
called "fast-track! provision that prohibited amendments and set 
a firm time limit for a ratifying vote). The delegation of 
policymaking power to the executive branch, which can 
aggregate the costs and benefits of protection across the entire 
ration and bargain for reciprocal changes in the polices of other 
_governments to open foreign markets to American exports is 
credited with reorienting US trade policy away from 
protectionism in the decades since 1934 (see Destler 1995; 
Giligan 1997). 








routine for policymaking in most Western govern- 
ments as a consequence of their membership com- 
mitments in the WTO. For nations outside the WTO, 
however, most of them being developing countries, 
where attempts to liberalize trade policy have a poor 
political track record, this does suggest that govern- 
ments are more likely to succeed with trade reform 
if they can do so as part of a bilateral or regional free 
trade agreement with major trading partners. 

The RTAA also offers a lesson about group access 
to lawmakers that is often overlooked. Up to 1934, 
congressional committee hearings were pivotal in 
shaping the trade legislation voted on in the US House 
and Senate. The hearings format, which assigned par- 
ticular days for receiving testimony on the duties to 
be levied on different commodities, was especially 
convenient for industry group lobbying. This system 
was changed completely in 1934. After the RTAA, 
hearings were typically limited to general discussions 
about whether to extend the president's negotiating 
authority and, after 1974, whether to implement pre- 
viously negotiated agreements (under ‘fast-track’ pro- 
visions that prohibited amendment). Closing off this 
very direct channel by which groups had been able 
for years to lobby for changes in duties on particular 
items may have had the most profound effect on trade 
policymaking in the United States. In general, any type 
of policymaking rule that provides routine access for 
organized groups to exert lobbying pressure to change 
particular features of legislation will make trade pro- 
tection and other forms of restriction more likely— 
including open legislative hearings and ‘commissions’ 
or industry advisory panels set up within government 
agencies to gather opinions from producer and labour 
groups (see Alt and Gilligan 1994; Verdier 1994). 

Legislative institutions can also influence other 
types of foreign economic policies. One line of work 
by scholars has been focusing on the general differ- 
ences between multi-party coalition governments 
and single-party majority governments. Coalition 
governments appear to have less incentive than major- 
ity governments to alter their monetary policy prior 
to elections, to try to boost economic activity in an 
‘opportunistic’ fashion, since voters find it difficult to 
assign blame or credit to any single party within the 
coalition. An implication seems to be that coalition 
governments are also much more likely than other 
types of government to adopt fixed exchange rates 
and give up control over monetary policy (see Bern- 
hard and Leblang 1999). 


The Domestic Sources of Foreign Economic Policies 


Bureaucratic agencies 


Lastly, there is the issue of how foreign economic poli- 
cies are implemented or administered by the bureau- 
cratic agencies of each government. The rules thatare 
established to regulate these agencies, and the way 
they make decisions, can play a powerful part in shap- 
ing policy outcomes. Legislatures delegate the respon- 
sibility for implementing their laws to these agencies, 
establishing the rules by which they are to operate, 
the ways in which their performance is monitored and 
evaluated, and so on, Built into these relationships be- 
tween the legislature and the bureaucracy, however, 
there is always some measure of ‘slack’—that is, some 
room for bureaucrats to manoeuvre, free from legisla- 
tive interference, This bureaucratic independence can 
have important effects in terms of foreign economic 
policies, 

When it comesto the implementation of trade poli- 
cies, for example, there is often a real fear that the bu- 
reaucratic agencies that administer various aspects of 
trade laws may develop far too cosy a relationship with 
the sectors of the home economy that they are sup- 
posed to be regulating. This danger of bureaucratic 
‘capture’ appears to be very real. In the US case, the 
Departments of Commerce and Agriculture are both 
regarded as unapologetic advocates of protection for 
their ‘clients'—American business firms and farmers. 
Indeed, the International Trade Administration (ITA), 
located within the Department of Commerce, is re- 
nowned for having ‘gone native’. Charged with mak- 
ing rulings on petitions from US companies claiming 
that foreign firms are dumping products below cost in 
the American market, the ITA finds in favour of local 
firms in around 99 per cent of cases (see Bovard 1991). 

‘This problem is by no means unique to the Ameri- 
can system. In Japan, the Ministry of International 
‘Trade and Industry (MITI), and the Ministry Agricul- 
ture, Forestry, and Fisheries (MAFF), have long been 
known for their extremely close ties with Japanese in- 
dustry, and the farming and fishing communities (see 
Okimoto 1988: 310). While MITI was for many years 
applauded by Western observers as the model for a 
new kind of autonomous state bureaucracy, capable 
of targeting subsidies expertly to particular manu- 
facturing industries that would excel in competition 
with foreign producers (Johnson 1982), comprehen- 
sive evidence from recent studies indicates that MITI, 
in fact, allocated support to favoured industries in a 
highly political and ineffective way, a situation much 
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like bureaucracies elsewhere (see Beason and Wein- 
stein 1993), 

In general, extreme cases aside, the interplay be- 
tween bureaucratic independence and accountability 
is complex. In some issue areas, greater independ- 
ence is generally regarded as desirable. Central bank- 
ing is perhaps the most important case. The general 
problem, which we have discussed briefly above, is 
often referred to as the time inconsistency of mon- 
etary policy. Governments have an incentive to allow 
an unexpected rise in inflation that boosts economic 
activity, especially when facing an election. But since 
private actors know this, any promises a government 
‘may make to keep inflation in check may not be con- 
sidered credible. Even if the government has all the 
best intentions, private actors might, nevertheless, 
keep inflation expectations high. By delegating con- 
trol over monetary policy to an independent central 
bank that is insulated from any political temptations 
to alter monetary policy, the government can beat the 
problem. Moreover, independent central banks also 
appear to play an important part in shaping currency 
policies. Recent studies have indicated that govern- 
‘ments in countries with independent central banks 
are less likely to engage in electorally motivated ma- 
nipulations of exchange rates (Clark and Reichert 
1998), And a related claim is that governments that 
can commit credibly to low inflation by establishing 
an independent central bank are less likely to need to 
fix their exchange rate in order to gain anti-inflation- 
ary credibility. Central bank independence and fixed 
exchange rates, in other words, can function as policy 
substitutes (see Clark and Hallerberg 2000). 


KEY POINTS 


+ Restrictions on the franchise can give more weight 
+o one side relative to others in contests over foreign 
economic polices. Extensions of the franchise to urban 
classes tend to produce more open policies toward trade 
and investment in labour and capital-abundant countries, 
and more dosed or protectionist policies in labour and 
capital-scarce economies. 

*+ Collective action is easier to organize in the relatively 
small groups that benefit from a particular trade 
restriction than in the much larger groups that are hurt 
by the restriction, so the strongest lobbying pressure 
tends to come from protectionist groups. 








+ Proportional representation systems with strong politcal 
parties typically generate lower levels of trade protection 
and other restrictions than plurality rule systems, in which 
‘particular local and regional interests have a greater 
influence. 

+ Small electoral districts in plurality rule systems tend to 
increase the influence of sectoral or particularistic groups 
‘over elected representatives when compared to larger 
<dstricts, and thus lead to higher levels of protection. 

+ In plurality rule systems, in which elections are all-or- 
nothing contests between the major parties, governments 
are less likely to foc exchange rates than governments in 
proportional representation systems. 

+ Whether a goverment allows protectionist logroling 
ina legislature, and whether a president supports trade 
Kberalization, will depend on their partisan afilation and 
the policy preferences of their partys core electoral 
constituency. 

+ An explict institutional connection that links tariff 
reductions at home with reciprocal reductions in tariffs 
abroad (for example, a free trade agreement), can 
‘generate much stronger support for trade policy reform 
among export-oriented industries. 

‘+ Rules that provide access for organized groups to exert 
lobbying pressure to change particular features of 
legislation make trade protection and other forms of 
restriction more likely 

* The delegation of policymaking authority to bureaucratic 
agencies or bodies independent from national legislatures 
may nat produce policies less affected by lobbying from 
‘protectionist interests, since groups may gain privileged 
access to decision-makers in such agencies. 

+ The existence of an independent central bank makes 
it ess icely that a government will choose to fix the 
exchange rate. 











Conclusions, extensions, and 
complications 


There is really no such thing as the ‘national inter- 
est’ when it comes to foreign economic policy—or 
rather, there is no single national interest; there are 
many. Different individuals have very different con- 
ceptions of what is best for the nation and, not coin- 
cidentally, what is best for themselves, when it comes 
to setting foreign economic policies. This chapter has 
attempted to outline the principal divisions that usu- 
ally characterize domestic political battles over trade, 





immigration, investment, and exchange rates. These 
divisions, as we have seen, tend to fall along either 
class or industry lines. Owners of capital and workers 
are typically pitted against one another when it comes 
to restrictions on inflows of labour or capital, for ex- 
ample, but they tend to take the same position in each 
industry on trade and exchange rate issues since the 
effects of policy can be very different for different sec- 
tors of the economy. 

‘Once we know who wants what, the next task in- 
volves figuring out who gets what they want from 
the political process. This second step involves under- 
standing how policies are decided in different coun- 
tries, and thus how differences in political institutions 
affect economic policy choices. Our ultimate goal is 
to work out why governments in different countries 
often choose very different types of trade, immigra- 
tion, investment, and exchange rate policies. We might 
also hope to form some reasonably accurate predic- 
tions about what our governments are likely to do in 
the future, Understanding why governments make 
the choices they do, and predicting what they will do 
next, requires careful attention to the political pres- 
sures they face from domestic groups, and to the ways 
in which the preferences of these groups are aggre- 
gated into collective decisions by political institutions. 
But there are at least three additional complications to 
this simple analytical picture that we should discuss 
briefly here. The first is related to the knowledge or 
information that individuals have about the effects of 
different policies, and about the preferences of others; 
the second extension involves allowing for linkages be- 
tween the various policy issues, and between these is- 
sues and other non-economic policy concerns; and the 
third complication involves international bargaining, 
and the ways in which we might think about the con- 
nection between domestic politics and international 
politics. 


Information and the role of ideas 


‘Who gains and who loses? And who wins the politi- 
cal contest between those who gain and those who 
lose? Answering these questions in each issue area is at 
the heart of the standard political economy approach 
‘we have outlined earlier. In keeping with traditional 
assumptions, we have been taking it for granted that 
individuals know what they want, know what oth- 
ers want, and know what types of policies will have 
what kinds of effects. These are heroic assumptions. 
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A great deal of the most recent research in both eco- 
nomics and political science has, in fact, tried to depart 
from this notion that people have full or complete in- 
formation about their world, examining the effects of 
uncertainty, asymmetry in information among actors, 
and changes in knowledge that might be attributable 
to learning and the impact of new ideas. It is useful in 
this respect to distinguish between two basic types of 
information that individuals may be missing: people 
may be lacking knowledge about the effects of dif- 
ferent policies on economic outcomes, or they may 
not have full knowledge about other people (includ- 
ing government leaders) and their preferences. We 
can discuss each of these informational problems 
separately. 

What if we allow that individuals are not sure about 
the effects of different types of policies? It took us 
some time to disentangle the various effects of trade, 
immigration, investment, and exchange rate policies 
above, with the help of several simplifying assump- 
tions, so this does seem an important question to pose. 
‘This clearly provides a large window through which 
new ideas, in the form of new beliefs about cause-and- 
effect relationships between policies and outcomes, 
might have a significant impact on policymaking. This 
is the view espoused by John Maynard Keynes (1936: 
383) in his famous contention that ‘the ideas of econo- 
mists and political philosophers, both when they are 
right and when they are wrong, are more powerful 
than is commonly understood. Indeed the world is 
ruled by little else.” 

Several prominent scholars have, indeed, argued 
that foreign economic policies have changed mark- 
edly in response to new ideas about these policies and 
their effects. The abandonment of mercantilist re- 
strictions on trade and investment by most European 
governments in the nineteenth century has been at- 
tributed, in large measure, to the ideas of Adam Smith 
and David Ricardo and the development of classical 
trade theory (Kindleberger 1975; Bhagwati 1988) (see 
Box 4.7). The multilateral liberalization of trade and 
investment among Western economies in the era after 
the Second World War, allowing governments consid- 
erable scope for managing their domestic economies 
to avoid recessions, has similarly been traced to the 
refinement of classical and neoclassical economic the- 
ories and the ideas of Keynes himself (Ruggie 1982; 
Goldstein 1993). More recently, the rush to liberalize 
trade by governments in developing nations has been 
attributed to a learning process and the discrediting 
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The Rise of Free Trade in Europe 


The publication of The Wealth of Nations by Adam Srith in 1776 
stands out as an intellectual landmark in the history of thinking 
about international trade, pointing out the critical role that trade 
Playsin encouraging specialization and the resulting gains in 
efficiency and wealth. Smith adrotly punctured the old doctrine 
cof mercantiism, which favoured expanding exports while 
restricting imports and hoarding gold, making it clear that 
rational wealth is defined not by stocks of gold but by how 
much citizens can consume with the resources they have at their 
disposal. But the modern theory of international trade really 
began with the arrival of David Ricardos Principles of Pltical 
Economy and Taxation in 1817. Ricardo demonstrated that trade 
is mutually beneficial for all countries, even a country that cannot 
produce anything more efficiently than other nations in terms of 
the costs ofits inputs As long as the costs of production are 
lifferent in different nations, Ricardos analysis showed that it 
must be true that, in terms of the opportunity costs of 





production (the value of other things that might have been 
produced with the inputs used to make a given item), each 
nation will be better at producing some things than others, and 
‘thus there isa bass for specialization and exchange that will 
leave both countries better off. This ‘law of comparative. 
advantage’, which Paul Samuelson has called the most beautiful 
law in economics, has had a profound impact on all scholarly and 
political debates about trade ever since. That the cause of free 
‘trade was taken up enthusiastically by the leading English political 
‘economists, including John Stuart Mill all inspired by Ricardian 
‘theory, and that these ideas also spread rapidly throughout 
Europe dunng the nineteenth century, has led many scholars to 
‘suggest that the broad shift away from trade protectionism in 
Europe (which began in 1846 with the repeal of the Com Laws 
‘that Ricardo himself had attacked) was a result in large measure 
‘of a profound change in the way leaders understood the 
‘economic effects of trade (see Kindleberger 1975; Bhagwati 
1988). 








of the idea that rapid development could be achieved 
by import-substitution policies (see Krueger 1995). 
Competing ideas about cause-and-effect relationships 
often appear in policy debates, and dominant ideas are 
frequently embedded within policymaking institu- 
tions as the foundations for rules followed by bureau- 
cratic agencies (Goldstein 1993). Yet, there remains 
much debate about the degree to which these types 
of ideas are independent of the interests that might be 
served by them. Max Weber's famous analogy com- 
pared ideas to ‘switchmen’ who determine the tracks 
along which human behaviour, pushed by interests, 
travel (Weber 1913/1958). From a more sceptical per- 
spective, one might suggest that the individuals who 
gain and lose the most from any economic policy, such 
as tariffs on trade, have all the knowledge they need 
about its effects, and need no new ideas from econ- 
omists to help them out; the policies just reflect the 
wishes of those interested actors who have the most 
political clout, and the ideas that attract our atten- 
tion are just the ones sprinkled like holy water over 
the new legislation (to borrow an equally memorable 
metaphor from Kindleberger (1975: 36)). The relation- 
ship between ideas and interests is still very murky, 
and will remain so until we have a better understand- 
ing of where new ideas about policy come from, and 
what explains which ideas catch on and spread. 


But by focusing only on the role of new ideas 
and how they might change knowledge about poli- 
cies, we may be missing the bulk of the iceberg here 
when it comes to the impact of incomplete informa- 
tion. We noted in the discussions earlier that while 
foreign economic policies such as tariffs on imported 
goods generate real costs for a large set of owners 
and workers in all the other (non-protected) sectors 
of the economy, these costs are dispersed across such 
a large number of individuals that the ‘per person’ 
losses can be extremely small. Not only will it not pay 
for those affected to take political action to oppose 
the tariff in these cases, it may not even pay for them 
to spend any time or resources acquiring accurate 
information about the policy and its effects. Public 
opinion experts typically regard foreign economic 
policies as a particularly complex set of issues, about 
which survey respondents have very low levels of 
information (see Bauer et al. 1972: 81-4). Survey re- 
sponses to questions about these issues tend to vary 
drastically with simple changes in question wording, 
making it very difficult to pinpoint where the public 
stands on any given policy question at any particular 
point in time (see Destler 1995: 180). One implica- 
tion is that voters may be very susceptible to issue 
framing or manipulation by political leaders and or- 
ganized lobby groups whenever these issues become 


more prominent. Recent research on political com- 
munication and public opinion has highlighted this 
possibility (e.g. Manheim 1991; Zaller 1992: 95). To 
the extent that this type of influence can be exercised, 
the politics of globalization may be regarded, atleast 
to some degree, as a competition in issue framing 
among organized interests on different sides of the 
debate trying to sway public opinion to their side 
This did appear to be an important dimension of the 
intense debate over NAFTA in the United States in 
1993 (Holsti 1996: 52). 

Another interesting implication of incomplete in- 
formation among voters is that it may provide an ex- 
planation for why governments so often seem to do 
very inefficient things when setting foreign economic 
policies. Economists are fond of pointing out that, if 
a government really wanted to redistribute income 
to particular groups of owners and employees, using 
restrictions on trade is a very inefficient way to go 
about it. It would be far better just to make a direct, 
lump-sum payment to these individuals and avoid the 
inefficiencies generated by trade barriers that prop up 
uncompetitive industries. But if the costs to taxpay- 
crs of such direct payments are more visible (because 
they must appear, say, in the government's annual 
budget), they are more likely to generate a backlash 
among the voters on whom the burden falls. If this is 
true, it may make sense fora government to use trade 
policies to redistribute income to favoured groups, 
because these policies provide an effective disguise in 
a low-information environment (see Tullock 1983). 
From this perspective, the use of trade protection can 
be characterized as ‘optimal obfuscation’ (Magee ct al. 
1989). 

Finally, what happens if we allow that individuals, 
even if they are fully informed about the effects of 
foreign economic policies, may nevertheless be uncer- 
tain about the motivations or intentions of the gov- 
ernment managing those policies. One circumstance 
in which this type of incomplete information can be- 
come important is when setting exchange rate policy, 
as we have discussed above. Since governments have 
an incentive to print money and allow a burst of infla- 
tion when facing an election, any promises they make 
to keep inflation in check may not be considered cred- 
ible by private actors, who understand that the gov- 
ernment has an incentive to bluff and portray itself 
as ‘tougher’ on inflation than it really is. The problem 
is that no one can be sure that the government values 
its low-inflation reputation enough (relative to how 
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much it wants to gain re-election) to keep its pledge; 
even if the government had followed through with 
its promises, private actors might, nevertheless, keep 
inflation expectations high. If there is no independ- 
ent central bank to which control of monetary policy 
can be ceded, governments in these circumstances are 
likely to be drawn more to fixing the exchange rate, 
especially in countries that have a history of chronic 
inflation. Fixing the value of the currency is a way for 
the government to signal to private actors that it is 
committed to keeping inflation under control by rais- 
ing the potential costs to itself should it fal 

Another important context in which incomplete 
information about the government may play a key 
role in shaping policies is the case in which a govern- 
‘ment is attempting to reform trade policy in the face 
of stiff opposition from groups in import-competing 
industries. In such cases, since the government may, 
indeed, have an incentive to back down if it encoun- 
ters a major political revolt, any promises it makes in 
advance to hold fast to the reforms may not be consid- 
cred credible by the groups (who know very well that 
the government could just be trying to bluff its way 
through the painful reforms). Thus, even if the gov- 
ernment does fully intend to stick with the reforms, 
it might have to weather a long and costly (and per- 
haps even violent) political protest. Again, tying its 
own hands in some clear and visible way can be an 
especially attractive policy option for a government 
in this situation, and by signing an international trade 
treaty with a major regional partner it might be able 
to do the trick. This desire to make a credible com- 
mitment to trade reform is widely held to have been 
one reason why the Mexican government initiated the 
negotiations that produced the NAFTA agreement in 
1993, after two decades of failed efforts to lower trade 
barriers unilaterally (see Whalley 1999). 


Combinations of policies 
and issue linkages 


Up to this point, we have been examining one type 
of foreign economic policy at a time. It is clear, how- 
ever, that the effects of different policy instruments 
often depend on how other policies are set. In the 
basic Heckscher-Ohlin model, trade and factor move- 
ments are substitutes for one another—more of one 
type of international flow will generally mean less of 
another, and vice versa. If exports of labour-intensive 
products can move easily across a border between a 
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labour-abundant economy (where wages are low) 
and a labour-scarce economy (where wages are high), 
this will tend to equalize labour costs over time, re- 
ducing the incentives for workers themselves to try 
to migrate between countries. If exports between the 
countries are blocked or impeded, more workers are 
likely to try to cross the border into the country that 
pays higher wages. When a dam is placed in front of 
flows in one channel it tends to divert flows into other 
channels. 

This interaction among policies can become very 
interesting, because we know that while trade and 
factor flows are substitutable in general terms, they, 
in fact, have different types of effects on individuals. 
Individuals may thus have preferences for different 
combinations of policies. Perhaps the best example 
concerns the relationship between trade flows (and 
trade barriers) and direct investment. There is a great 
deal of evidence that firms engage in direct invest- 
‘ment in markets as a way of ‘jumping’ trade barriers 
that would inhibit exports, and they even seem to re- 
duce exports and invest more to stave off anticipated 
pressure for tarifis among local firms—a phenomenon 
known as ‘quid pro quo foreign investment’ (Bhagwati 
et al. 1987; Blonigen and Feenstra 1996). Local firms 
may be able to raise trade barriers, since they should 
have the lobbying support of their workers, whose 
jobs are endangered by high levels of imports, but 
they are less likely to win restrictions on inward direct 
investment by foreign firms, since workers in the in- 
dustry will benefit from any new inflows of capital. 
Indeed, the best policy combination for local workers 
in an industry facing competition from a (relocatable) 
foreign producer is a high tariff and no restrictions on 
inward foreign investment. Local firms would prefer 
restrictions of both types of exchange, but would ac- 
cept any restrictions rather than none at all if these 
are the politically feasible options. This political logic 
helps to explain the common pattern in policies to- 
wards the automobile industry in Europe and North 
America, where restrictions on imports were negoti- 
ated with Japanese auto firms but no restrictions were 
imposed to block the same firms from investing heav- 
ily in production facilities within both markets. 

Exchange rate policy can also be ‘in play’ at the 
same time as trade policy. Trade policy and exchange 
rate policy are partially substitutable: a 1 per cent de- 
preciation of the currency is equivalent to a 1 per cent 
across-the-board tariff on imports and a 1 per cent 
subsidy for all exports. But, clearly, the coalition that 


supports depreciation—those invested and employed 
in both import-competing and exporting industries— 
is different from the coalition that would support 
higher tariffs (import-competing interests). Exchange 
rate policies tend to be more rigid than trade policies, 
in general, mainly because the credibility of monetary 
policy commitments is undermined by frequent shifts 
in policy. But when there is an opportunity for the 
government to alter the exchange rate, intense lob- 
bying for protection by import-competing groups (or 
even just the threat of it), may induce export interests 
to help persuade the government to weaken the cur- 
rency—an outcome that would ease the competitive 
pressure on producers threatened by imports, while 
not harming (benefiting, in fact) those engaged in ex- 
port industries. This seems to have been the case in 
the United States in the early 1980s, as the value of the 
US dollar rose dramatically. While the White House 
appeared to prefer to leave both its currency and trade 
policies unchanged, fearing a spate of protectionist 
legislation from Congress in response to lobbying 
by firms and unions in import-sensitive sectors, and 
hearing support for depreciation from export interests 
as well, it moved in 1985 to weaken the value of the 
dollar. Similarly, in many Latin American countries in 
the 1980s and 1990s, governments attempting reforms 
aimed at lowering barriers to trade were able to render 
these changes more politically palatable to threatened 
sectors by devaluing exchange rates at the same time 
(see De Gregorio 2001). 

Perhaps even more important, in some ways, than 
these connections between different foreign economic 
policies are the linkages that have been made with in- 
creasing frequency in recent policy debates between 
these policies and a variety of non-economic issues. 
Some of these linkages are not new. Trade and invest- 
‘ment policies have always been connected in various 
ways to the issue of national security. Most govern- 
ments place tight controls on trade in weapons and 
dangerous chemicals, for example, and restrictions on 
foreign investment in strategically important indus- 
tries (such as, energy, airlines, and broadcasting) are 
also common. And governments have strong incen- 
tives to lower barriers to trade and investment more 
rapidly among alliance partners than with other na- 
tions in the international system, as the experience in 
Europe after the Second World War (and among the 
industrialized democracies more generally) makes 
lear (see Gowa 1994). All individuals within an econ- 
omy tend to share similar concerns about national 





security, so this form of issue linkage tends to affect 
policymaking in a fairly straightforward way, generat- 
ing more support amongall citizens for policy options 
that appear to contribute to national security. But for- 
eign economic policies are now linked more regularly 
with a range of other non-economic issues, about 
which individuals tend to have more varied opinions. 
Most importantly, trade and investment are now fre- 
quently linked to discussions of environmental policy 
and to human rights issues in the political debates 
about globalization in Western democracies. 

How do these issue linkages affect the analysis of 
the politics of trade and investment? The clearest 
impact is the involvement of a variety of organized 
environmental and human rights groups in recent de- 
bates over regional trade agreements and the WTO 
(see Destler and Balint 1999). The members of these 
groups care deeply about addressing environmental 
and human rights problems in their own countries 
and in other countries around the world; and they ei- 
ther believe that globalization is making these prob- 
lems worse and thus should be restrained in some 
way, or they argue that trade and investment provide 
‘economic leverage which can and should be used to 
persuade governments in developing nations to im- 
prove environmental and labour standards and dem- 
ocratic institutions. The position taken by many of 
these groups is that all trade agreements, including 
the WTO itself, should include provisions for mini- 
mum environmental and labour standards that would 
be enforced (if necessary) by the imposition of trade 
sanctions, Many environmental groups have also lob- 
bied for changes to the existing rules of the WTO, so 
that laws that discriminated against foreign products 
on environmental grounds (for example, import bans 
‘on tuna caught using nets that also endanger dolphins) 
would be permissible. But environmentalists and 
human rights activists have also expressed grave con- 
cerns about the behaviour of multinational firms in 
developing nations, with much of the focus being on 
whether these large corporations are moving produc- 
tion to areas in which they can pollute and otherwise 
damage the environment, or run ‘sweatshop’ factories 
in which they mistreat and underpay workers, avoid- 
ing the regulatory supervision that would prevent 
such behaviour in their home countries. The policies 
recommended by these groups, and in particular by 
human rights organizations worried by the lack of 
democratic institutions in countries such as China, 
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typically involve a more proactive use of economic 
sanctions—that is, Western governments cutting off 
trade with, and investment to, such ‘problem’ nations 
until their leaders make significant political reforms. 
Consumer boycotts aimed at particular corporations 
that are investing in such nations are usually warmly 
recommended too (although these types of consumer 
actions represent private market behaviour and are 
thus not a question of public policy). 

One important general development has been 
the formation of what might be called ‘Baptist and 
bootlegger’ coalitions between some of these issue 
groups, and the business and labour organizations 
that have an economic stake in restricting interna- 
tional trade and/or investment. This type of coalition 
gets its name from American politics in the era of Pro- 
hibition, when strong support for the ban on alcohol 
sales came from Baptists, on moral grounds, and from 
bootleggers, who made large fortunes selling alcohol 
on the black market (see Yandle 1984). In recent de- 
bates over the NAFTA in the United States, for exam- 
ple, environmental groups such as the Sierra Club 
joined with labour unions in lobbying against the 
agreement, on the grounds that it did not contain pro- 
visions that would ensure a substantial improvement 
in environmental and labour standards in Mexico (see 
Destler and Balint 1999: 42-5). And recent ‘anti-sweat- 
shop’ campaigns, organized by human rights groups 
and student activists, and targeting foreign invest- 
‘ment and outsourcing by US apparel manufacturers 
to nations such as Vietnam, Bangladesh, and China, 
have been backed financially and supported enthusi- 
astically by American textile worker unions and firms 
producing locally. 

‘The concern among many analysts, especially 
among those who generally support international 
economic integration for its ability to raise living 
standards in all countries, is that these types of politi- 
cal coalitions may be hijacked by their protectionist 
members who support restrictions on international 
trade and investment, reganiless of whether they have 
any positive (or negative) long-term effects on envi- 
ronmental conditions or human rights standards. It 
would be far better, many argue, to pursue improve- 
ments in environmental and human rights standards 
by working towards separate international treaties 
dealing with those precise issues in a more direct 
way, perhaps by compensating developing nations for 
making costly improvements to their environmental 
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and labour laws. Sanctions could severely limit eco- 
nomic growth in the very poorest developing coun- 
tries, where governments are likely to resist making 
political concessions (especially democratic reforms 
that increase the risk that they will be toppled from 
power). The issues are complex, however, and the 
political problems difficult. The ‘Baptists’ are drawn 
to supporting economic sanctions rather than other 
policy instruments (for example, new international 
treaties, or foreign aid grants to nations that improve 
their environmental standards), because they have cal- 
culated that these alternatives are politically infeasible. 
With the support of the ‘bootleggers’ for restrictions 
on trade and investment, however, they might stand 
a greater chance of getting something done that will 
have beneficial effects. 

‘The general point here is that our simple, one-issue- 
ata-time approach to the analysis of foreign economic 
policies becomes much more complicated when we 
allow that different policy instruments are often up for 
grabs at the same time and have partially substitutable 
effects, and if we take into account the fact that a va- 
riety of groups are often interested in using the tools 
of foreign economic policy to advance non-economic 
types of goals. Often, itis the institutional context in 
which government decisions are made (many of the 
features of which we have discussed earlier) that de- 
termines which types of policy instruments are more 
adjustable than others, and which types of political 
coalitions are more viable than others. The most com- 
prehensive and persuasive accounts of economic poli- 
cymaking will take all these complexities into account. 


International bargaining 
and domestic politics 


Finally, recalling the discussion by Aggarwal and Du- 
pont in the previous chapter, it is worth pausing here 
briefly to consider the ways in which the domestic 
politics of foreign economic policies may be trans- 
lated into international-level bargaining over these 
same issues, What we really require here is a theo- 
retical model of the policymaking process that takes 
into account all the incentives and constraints operat- 
ing among actors at both domestic and international 
levels. This is the type of model that Putnam (1988) 
famously envisioned, using the metaphor of the two- 
level game. A government engaged in international 
economic negotiations, in fact, plays two different 


political ‘games’ at the same time, he suggested, with 
its actions constituting ‘moves’ that must be seen, 
not only in the context of the demands made by in- 
dividuals and groups in domestic politics, but also in 
view of the bargaining power it has when negotiat- 
ing international agreements with other governments. 
Government leaders negotiate with other leaders at 
the international level over the terms of economic 
agreements, and in those negotiations the relative size 
and strength of the economy can make a tremendous 
difference to the terms that can be demanded. But the 
leaders must be attuned to the preferences of the do- 
mestic groups whose support they need to remain in 
office, and the set of international deals that would be 
ratified or supported by these groups at home. 

To date, theoretical work along these lines has fo- 
cused mainly on differences between the preferences 
of legislative and executive branches of government, 
and their different agenda-setting and vetoing powers, 
and how these features of domestic politics affect the 
outcomes of international negotiations and agree- 
‘ments (see Evans et al. 1993; Milner 19974). Much of 
the attention has been directed to the so-called ‘Schell- 
ing conjecture’, which holds that a hawkish domestic 
constituency—represented in the simplest models as a 
legislature that prefers very little international cooper- 
ation—can, in fact, improve the bargaining power of 
the executive branch in its dealings with foreign coun- 
terparts (Schelling 1960: 28-9). Recent work has also 
focused on how executive-legislative divisions affect 
the credibility of governments during international 
negotiations (for example, Martin 2000), and whether 
international agreements are negotiated to allow for 
greater flexibility in cases when future changes in do- 
mestic political coalitions might lead to substantial 
shifts in the types of policies a government can imple- 
ment (Downs and Rocke 1995). 

While being full of insights about the effects of do- 
‘mestic political institutions on the prospects for inter- 
national cooperation, this line of work has so far paid 
very little attention to the roles played by organized 
interests and voters in shaping legislative and execu- 
tive preferences on particular policy issues. In fact, to 
date, standard political economy models of trade poli- 
tics, emphasizing the role played by organized lobby 
groupsin the formulation of policy, have notatall been 
linked to two-level game models of negotiations over 
trade and other economic agreements. Moreover, the 
existing work on two-level games tends to concentrate 


‘overwhelmingly on parameters that operate only on 
‘one level—domestic politics in the home nation. Fea- 
tures of the strategic relationship between nations, 
such as the economic and military asymmetries that 
might affect relative bargaining power, or common 
ties to alliances or international institutions that might 
affect incentives to cooperate, are largely ignored. We 
clearly need a better two-level mousetrap: a model 
that incorporates a fuller representation of organized 
interests and lobbying at the domestic level, while also 
allowing for the ways in which incentives and con- 
straints are generated at the international level. 

In practice, most international political economists 
work with partial theories that focus on one set of 
causal variables operating at one level. Some argue 
that the features of the international system, such as 
the distribution of economic power, and any specific 
nation’s position within it, impose broad but impor- 
tant constraints on what governments can and cannot 
do when setting policies. Others, in keeping with the 
orientation of this chapter, argue that the prime focus 
of our attention should be placed on what is going 
on within nations—their particular sets of political 
institutions, and the preferences and lobbying activi- 
ties of different group of individuals—since it is these 
things that primarily determine the policies chosen 
by governments, But, in principal, almost all schol- 
ars recognize that politics at both the domestic and 
international levels should be a feature of any com- 
plete analysis of foreign economic policy. Integrating 
theoretical insights about politics at these two levels is 
an extremely complex and challenging task that still 
remains, to a very large extent, undone. 


KEY POINTS 


+ To understand the domestic origins of foreign economic 
policies, we need to perform two main tasks: fist, to map 
‘the policy preferences of different groups in the domestic 
economy: and then to specify how politcal institutions 
affect the way that these preferences are aggregated into 
government decisions. 

+ Policy preferences depend mainly on the types of assets 
people own, and how the income earned from those 
assets is affected by different policies. 
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+ New ideas about cause-and-effect relationships appear 
to have had a large impact on foreign economic policies 
in different eras. The relationship between ideas and 
interests is far from dear, however, and we need a 
better understanding of where new ideas about policy 
‘come from, and what explains which ideas catch on 
and spread. 

+ Foreign economic policies involve a complex set of 
issues about which most voters have very low levels of 
information. As 2 result the politics of globalization may 
be regarded to some degree as a competition in issue 
framing among organized interests. 

+ Ifprivate actors have incomplete information about the 
degree to which the government is committed to policy 
reforms the government may have an incentive to tie its 
‘own hands in some visible way (for example, by fixing 
the exchange rate, or signing a trade treaty) to signal ts 
intentions in a credible way. 

*+ Since the effects of a change in one type of foreign 
‘economic policy may depend on choices made about 
‘other types of policy. individuals may have preferences 
‘over different combinations of policies that are closely 
related (for example, tariffs and restrictions on inward 
investment induced by tariffs), 

*+ Trade and investment polices are also linked to, 
discussions of non-economic issues. One important 
development has been the formation of ‘Baptist and 
bootlegger’ coalitions between environmental and human 
rights groups concerned about globalization, and business 
‘and labour organizations that have an economic stake in 
restricting international trade and investment. 

+ Governments may be thought of as playing political 
games at two levels their actions constituting moves: 
that are both responses to demands made by 
groups in domestic politics, and responses to offers 
made by other governments in international 
egotiatons 

+ Weneed a better theory of two-level games that 
incorporates fuller representations of bath domestic 
and international politics In practice, most international 
‘only on variables operating at a single level. 
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@ wins 


|. Ifthe economic case for trade liseralzation is so strong, why i it that governments continue to impose barriers to 
trade and are engaged so frequently in trade disputes? 

2. Trade theory does not imply that every individual within each nation willbeneft from the lowering of trade barriers, 
just that aggregate benefits wll exceed aggregate losses Who stands to benefit most from trade liberalization in the 
advanced economies of Europe, japan, and the United States, nd who is most likely to be disadvantaged?” What. 
about the situation in developing nations with different types of factor endowments? 

3. Can these different groups of individuals reach some kind of agreement so that trade liberalization can benefit 
‘everyone? What are the political obstacles to this type of agreement? 

4. Ist inappropriate to think only, or primarily, in terms of economic gains and losses when evaluating the effects of 
increased international trade? How important are other types of concerns (for example, national security, income 
inequality environmental hazards, human rights abuses) in the political debates that determine policy outcomes! 

5S. What types of electoral and policymaking institutions tend to mitigate the effects of lobbying by protectionist 
70Ups when it comes to the determination of trade policy? Are electoral systems based on proportional represen 
tation fkely to generate less protection than plurality systems? 

6. othe economic effects of immigration shape the politcal struggles over changes in immigration law? Or do the 
ppoltcs of immigration reflect other types of cultural and social dvisions within host countries? 

7. Whatare the economic effects of foreign investment for the source country and for the host country! Does foreign 
investment generate a'race to the bottom in labour and environmental standards in developing countries? Does it 
inhibit democratic reform? 

8. What economic and politcal changes during the twentieth century led to the abandonment of fixed exchange rates 
among the advanced economies? Why do many developing countries continue to fox their exchange rates? 
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Appendix 4.1 The Theory of Comparative Advantage 


The Theory of Comparative 
Advantage 


The case for free trade was stated succinctly by Adam Smith. In 
‘The Wealth of Nations, he wrote: ‘fa foreign country can supply 
Us with a commodity cheaper than we ourselves can make it, 
better buy tof them with some part of the produce of our 
‘own industry employed in a way in which we have some 
advantage! ({vi.12). The idea here is simple and intuitive. a 
country can produce some set of goods at lower cost than can a 
foreign country, and ifthe foreign country can produce some 
other set of goods ata lower cost, then clearly it would be best 
{or the country to trade its relatively cheaper goods for the 
foreign economy’ relatively cheaper goods. In this way. both 
‘countries can gain from trade. This is the theory of trade 
according to absolute advantage. 

‘David Ricardo, working.n the early part of the nineteenth 
century, realized that absolute advantage was a lite case of a 
‘more general basis for international trade (the idea was originally 
stated by another economist, Robert Torrens, in Essay on the 
Enternal Com Trade, published in 1815, but most historians of 





Portugal is thus relatively better at producing wine 
than is England: if Portugal concentrated on produc- 
ing wine, it would give up a smaller volume of cloth 
production than would England. Portugal is said to 
have a comparative advantage in the production of wine. 
England is relatively better at producing cloth than 
wine, so, England is said to have a comparative advan- 
tage in the production of cloth. 

Because relative or comparative costs differ, it can 
still be mutually advantageous for both countries to 
trade even though Portugal has an absolute advantage in 
producing both commodities. For international welfare 
to be maximized, Portugal should specialize in the 
product in which it is relatively most efficient; and 
England, in the commodity in which it is relatively 
least inefficient. 


‘economic thought believe that Ricardo reached his conclusions 
independent), Consider Table 4.1. Portugal can produce both 
doth and wine more efficent te with less labour input than. 
England (it has an absolute advantage in the production of both 
commodities) Ricardo argued that, nonetheless, it could still be 
‘mutualy benefical for both countries to specialize and trade, 


“The logic of comparative advantage rests on the opportunity 
costs of producing goods across countries that s, the amount of 
‘one good that has to be given up to produce another good. In 
Table 4.1, producing a unit of wine in England requires the same 
amount of labour as required to produce two units of cloth, 
Production of an extra unit of wine means forgoing production 
‘of two units of cloth (thats, the opportunity cost of a unit of 
wine is two units of cloth). In Portugal, the labour required to 
produce a unit of wine would only produce 1.5 units of doth 
(that is, the opportunity cost ofa unit of wine is |.5 units of cloth 
in Portugal). To concentrate on wine production in Portugal 
requires giving up relatively less cloth output than would be the 
case in England. Simiarly. if England produced only cloth, the 
amount of wine production forgone would be relatively smaller 
‘than if Portugal did so. 





‘Table 4.2 shows how trade might be advantageous. 
Costs of production are as set out in Table 4.1. In this 
example, England is assumed to have 270 person hours 
available for production. Before trade takes place, it 
produces and consumes eight units of cloth (requir- 
ing 120 person hours of labour input) and five units 
of wine (150 person hours). Portugal has fewer labour 
resources, with a total of 180 person hours of labour 
available for production. Before trade takes place, it 
produces and consumes nine units of cloth (requiring 
90 person hours of labour input) and six units of wine 
(90 person hours). Total production for the two econo- 
mies combined is 17 units of cloth and 11 units of wine. 

If both countries now specialize, with Portugal 
producing only wine and England producing only 
doth, and all their labour resources are devoted to 
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Table 4.1 Comparative Costs of Production (Cost Per 
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the single product, England can produce (270 divided 
by 15) units of cloth and Portugal (180 divided by 15) 
units of wine. Total production by the two economies 
is 18 units of cloth and 12 units of wine. Specializa- 
tion, according to comparative advantage and interna- 
tional trade, therefore, has enabled overall welfare to 
increase because total production has gone up by one 


unit of cloth and one unit of wine. 


For trade to take place, the ratio of the price of the 
two goods must be lower than the domestic opportu- 
nity costs of production; that is, a bottle of wine will 
have to sell for somewhere between 1.5 and 2 bales of 
cloth. Note that the theory says nothing about distribu- 
tional questions; that is, where in this range the price 


will settle, and thus who will gain most from trade. 


‘The simple theory of comparative advantage makes 


a number of important assumptions: 


+ There are no transport costs. 


* Costs are constant and there are no economies of 
scale. 











+ There are only two economies producing two 

goods. 

‘Traded goods are homogeneous (i.e. identical as 

faras the consumer is concerned). 

Factors of production (labour and capital) are 

perfectly mobile internally but not internationally. 

‘There is full employment in both economies. 

+ There are no tariffs or other trade barriers. 

+ There is perfect knowledge, so that all buyers and 
sellers know where the cheapest goods can be 
found internationally, 

Despite the lack of correspondence between the con- 

temporary globalized economy and these assump- 

tions, most economists believe that the fundamental 
principle that Ricardo identified still holds. 
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Reader's guide 


‘The twentieth century witnessed a remarkable emergence of international institutions, and nowhere 
was their impact greater than in international trade. Following decades of depression and war, a 
global trading regime was initiated with the creation of the General Agreement on Tariffs and Trade 
(GATT) in 1947, which expanded steadily in both scope and membership through the twentieth 
century and culminated in the establishment of the World Trade Organization (WTO) in 1995. Un- 
derpinned by the philosophy that open markets and non-discriminatory trade policies promote the 
prosperity of all countries, and issued with a powerful dispute settlement mechanism, the WTO has 
been hailed as the most prominent example of cooperation between countries. At the same time, 
the WTO has been subject to internal and external criticism and now faces a number of difficulties, 
particularly in its negotiation function. This chapter reviews the history, politics, and recent trends and 


challenges of the multilateral trade system. 
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Introduction 


Today, the global trade regime is a rules-based politi- 
cal system where the rules flowing from international 
agreements that seek to promote and stabilize eco- 
nomic exchanges between countriesare ranged against 
the regulations of national governments that often 
restrict those exchanges. The purpose of the interna- 
tional rules is to reduce the protectionism of national 
regulations, but even more, to reduce the uncertainty 
and unpredictability of international trade relations, 
and to promote stability. The task of this chapter will 
be to show how this global trade regime has been es- 
tablished through the actions of trading countries over 
the past 150 years, how it became institutionalized in 
the WTO, and why itis facing difficulties now. 

‘The global trade regime is based on three compo- 
nents: trade, national regulations, and international 
agreements, Trade and national regulations have 
been a theme and counterpoint throughout much of 
history, in the sense that when national regulations 
receded, trade flourished; and when those regulations 
intensified, trade languished. To this combination can 
be added the third factor of international agreements, 
by which countries attempt to establish international 
rules that would restrict their own (and other coun- 
tries’) capacity to distort or interrupt international 
trade through national regulation. Rules and regula- 
tions are inherent in our highly ordered lives, and the 
irony is that in order to reduce regulation of one kind, 
it requires the intercession of rules of another kind. 
‘The important issue is where the rules or regulations 
come from, and whether their purpose is to reduce or 
expand the scope of our economic activity. 

‘Trade, which isa staple of our modern global politi- 
cal economy, is also a historic phenomenon. It was im- 
portant to many ancient and medieval powers. More 
than 2,000 years ago, the ‘Silk Road’, a vast overland 
and maritime network of trade routes, connected 
China with Europe, North Africa, Arabia, Central 
Asia, and India. Trade lay at the centre of state revenue 
and state power in ancient Athens; Ptolemaic Egypt: 
the Italian city states of Venice, Florence, and Genoa; 
and the German Hanseatic League. The importance 
of trade to state wealth and power was exemplified 
by ancient Athens, which developed through com- 
‘mercial activities and at its height was totally depend- 
ent on trade. Athens exported silver and olive oil, and 
the shards of pottery urns that have been discovered 
throughout the Mediterranean region have charted 


the boundaries of its trade over time. In return, the 
Athenians were dependent on the import of grain, 
which was essential to maintain the population of 
Athens in an arid region. 

In examining the global trade regime, trade is by 
necessity the starting point, but government is equally 
part of the story. This point has been observed by 
many writers, but perhaps was expressed most effec- 
tively by John Condliffe, as follows: 


GO the beginnings of trade are to be found in the 
enterprise of groups and individuals, but regulation 
and taxation of trade are almost as old as trade itself 
In tracking history, if enterprise is the theme, regulation 
is the counterpoint. As soon as the track begins to be 
beaten out, established authority intervenes to control 
and levy tolls upon the traders. 99 


(1950: 27) 


The earliest means of regulating trade were tolls, 
exacted by local leaders for permission to pass through 
territory, or to trade, or simply for protection. Tolls 
were an expression of military control and political 
sovereignty, and if one controlled territory, one could 
exact tribute through tolls at will. This resulted in a 
great hindrance to trade, especially in Europe, which 
was divided into many small jurisdictions during the 
Middle Ages. 

A more modern method of regulation than tolls 
was the tariff, or customs duty, which is a percentage 
tax added to the price of traded goods. Tariffs are still 
with us today, but they are among the oldest functions 
of government. The purpose of early tariffs, whether 
on imports or exports, was to raise revenue. Tariffs 
were effective for this purpose, and by the beginning 
of the eighteenth century, duties on imported goods 
had come to be the chief source of revenue in Euro- 
pean countries. A further function of the tariff was to 
protect domestic producers from foreign competition. 

‘Today, protectionism is the main purpose of the tar- 
iff. The revenue function isless importantin developed 
countries, as governments have found other means to 
raise revenues, although the tariff is still an impor- 
tant source of revenue in less developed countries 
(LDCs). Other forms of protection have also arisen, 
collectively known as non-tariff measures (NTMs) 
(also, non-tariff barriers (NTBs)). These measures 
have now become more important than tariffs, the 
latter having been greatly reduced by successive trade 
negotiations under the GATT. 


‘The regulations that have restricted trade in recent 
decades have been the work of national governments. 
But those same governments have also reached 
international agreements with other governments 
attempting to constrain the extent to which domestic 
policies would restrict the free flow of international 
trade. These agreements started as simple undertak- 
ings between peoples as to how their commercial rela- 
tions would be conducted, and trade agreements are 
almost as old as trade itself. For example, commercial 
treaties have been discovered between the kings of 
ancient Egypt and Babylonia, giving the parties the 
right to exact duties on the merchandise of traders or 
travellers. In more modern times, such treaties have 
been instrumental in establishing the rules whereby 
trade could be carried on between different political 
jurisdictions. 

‘The next sections scrutinize these international 
agreements and their historical evolution to the pre- 
sent day. 


KEY POINTS. 


++ The international trade regime is based on three 
‘components: trade, national regulations, and international 
agreements, 





Historical antecedents: 
1860 to 1945 


The golden age of liberalism 


During the nineteenth century, there was a vibrant 
international debate on the merits of free trade (Irwin 
1996). In Britain, Adam Smith (The Wealth of Nations 
1776) argued for the benefits of free trade based on his 
absolute advantage theory whereby global welfare 
‘would rise if every country focused on producing the 
product that they are best at making. David Ricardo 
(On the Principles of Political Economy and Taxation 
1817/2002) subsequently introduced the notion of 
comparative advantage to argue that even for coun- 
tries that are not best at producing anything, the free 
trade argument still holds. According to Ricardo, this 
is because we need to ask how much of the produc- 
tion of one product we give up to in order to be able to 
produce another. If we compare opportunity costs of 
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production, a country that does not hold an absolute 
advantage in any product can still be comparatively 
better at producing the product than the country 
holding the absolute advantage. Specialization and ex- 
change still increases global welfare in this scenario. 
Their ideas provided the intellectual underpinnings 
for the free trade movement in Britain and western 
Europe. The most prominent opponents of free trade 
were Alexander Hamilton (Report on the Subject of 
‘Manufactures 1791) and Friedrich List (National System 
of Political Economy 1841) who advocated interven- 
tionist trade policies and tariffs for infant industry 
promotion (Gilpin 1987). Their ideas influenced 
tariff and trade policy in the United States (US) and 
Germany. Even as free trade swept through Europe in 
the mid-nineteenth century, the US retained a policy 
of high tariffs to protect its emenging manufacturing 
industries. 

A campaign for free trade began among British 
merchants in the second quarter of the nineteenth 
century. The campaign was part of a broader effort 
of political reform in British society, and its eventual 
success resulted in part from the political realignment 
introduced by the Reform Act of 1832 (as discussed 
by Hiscox in Chapter 4 in this volume). The campaign 
was led by Richard Cobden, who demonstrated the 
importance of pragmatic leadership in promoting 
the idea of free trade. In 1848 Britain repealed the 
Corn Laws, which had restricted imports of wheat 
and other grains, and implemented a series of admin- 
istrative and diplomatic measures over the next two 
decades that put free trade into practice. 

Other European powers also liberalized their trade 
during the third quarter of the nineteenth century but 
unlike Britain, they did this through the negotiation of 
trade treaties rather than through unilateral liberaliza- 
tion. The Cobden-Chevalier treaty of 1860 between 
Britain and France prompted the governments of 
other European countries to seek similar commercial 
treaties with France, beginning with Prussia in 1865, 
and then followed by a flurry of liberalizing trade 
agreements across Europe (Rosecrance 1986). 

A key element of the Cobden-Chevalier treaty 
was a most-favoured nation (MFN) clause, whereby 
the tariff concessions granted by France and England 
to each other were automatically extended to other 
countries with whom they concluded bilateral trade 
agreements. This led to the emergence of a network 
of interlocking bilateral trade agreements across 
Europe, with MEN as the linchpin that joined them 
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together, Although short lived, this system of liberal- 
ized and non-discriminatory trade was a precursor to 
the multilateral trade system that was established a 
century later (Brown 2003). 

The brief period of liberal commercial exchange 
that started in the 1830s lasted until the 1870s. This 
period was dominated economically by Great Britain. 
The Napoleonic Wars of the early 1800s had left Brit- 
ish manufacturing capabilities unscathed, and follow- 
ing the wars, Britain's economic strength allowed it 
to become the leading creditor country in the world. 
Britain provided aid and loans to European nations 
and had large exports of foreign investment, mainly to 
the US and British colonies in Asia. Britain also led the 
world in industrial and technological innovation and 
‘was the biggest exporter and importer. For the British, 
free trade was the principal commercial policy of the 
nation until well after the First World War. 

‘The European commitment to free trade was con- 
siderably less enduring than the British, and it turned 
around quickly in the face of depression after 1870. 
Asa result of a series of rapid technological improve- 
ments in the mid 1850s, the comparative advantage 
in grain growing shifted to the New World, with the 
result that grain prices fell sharply in European mar- 
kets, At the same time, a slump occurred in industrial 
production, which continued for over two decades in 
the form of low prices and low return on capital for 
manufactured products. International competition 
became severe, and in all countries there were strong 
pressures for protection against imports. One by one, 
national governments succumbed to the pressures, 
and reversed the period of relatively free trade that 
had been established prior to the 1850s. Austria-Hun- 
gary raised tariffs in 1876, and Italy followed in 1878. 
In 1879 Germany shifted to a protectionist policy and, 
because of its size in the European economy and its 
philosophy of nationalism and mercantilism, it set a 
protectionist tone for the overall system. France re- 
sponded to German protectionism with restrictions 
of its own and, for its part, the US continued the pro- 
tectionism it had pursued throughout the nineteenth 
century. The UK, the Low Countries, and Switzerland, 
however, resisted the move towards higher tariffs, but 
by the end of the century, the UK was the only major 
nation practising free trade (Kindleberger 1951). 

‘The depression that began in the 1870s also ushered 
in a lengthy period of protectionism that lasted until 
after the Second World War. Growing nationalism and 
war in 1914 exacerbated the protectionist trend that 


was already well established in response to the eco- 
nomic conditions of the late 1800s. The First World 
War broke up an imperfect but workable equilibrium 
between internal economic policies, trade, and pay- 
ments that had existed under the gold standard of 
the nineteenth century. The war produced enormous 
dislocation that was even more serious in economic 
terms than the destruction that had occurred. The 
results were maladjustments to the free flow of labour, 
capital, and goods, which created impediments to eco- 
nomic activity that lasted well into the 1930s. 

Continued war planning also played an impor- 
tant role in the European mentality after 1919, In 
the realm of economic policy, war planning took the 
form of mercantilism and ‘beggar-thy-neighbour’ 
policies, inspired by Nazi Germany but copied by 
some European countries and Japan. ‘The practice 
of mercantilism, like war itself, was an expression of 
nationalism in economic policy, designed to place the 
interests of the nation ahead of the wider commu- 
nity. Great Britain, the US, and many other countries 
abandoned the gold standard in the early 1930s and 
governments introduced a range of blunt measures 
to restrict trade, including prohibitions, quantitative 
restrictions, and exchange controls. Openly discrimi- 
natory trade relations developed quickly. Germany 
established preferential trade agreements with East 
European countries. In 1932, Great Britain aban- 
doned its century-old commitment to non-discrimi- 
natory liberal trade when it established the Imperial 
Preference system through a combination of tariff 
increases and tariff preferences for the British Em- 
pire. During the interwar period, governments made 
efforts at the international level to negotiate inter- 
national agreements to restrict the use of tariffs and 
non-tariff measures and to stabilize exchange rates. 
‘These agreements failed due to lack of support from 
key governments (Shonfield 1976). 


Reciprocal Trade Agreements 
Act of 1934 


‘The US had emerged from the First World War as the 
largest trading nation in the world; hence, it was likely 
that domestic events affecting US trade capabilities 
would have a wide impact on commercial relations in 
the international system. This was the case with two 
events of the early 1930s that were major watersheds 
in modern trade policy: the Smoot-Hawley tariff of 
1930, and the Reciprocal Trade Agreements Act of 


1934 (RTAA). The former was the culmination of a 
trend towards protectionism that had begun in the late 
nineteenth century, while the latter was the beginning 
of a trend towards liberalism that was interrupted by 
the Second World War but then continued into the 
present. These two events were major watersheds in 
modern trade policy. 

‘The Smoot-Hawley Act of 1930 raised US duties 
to historic levels and increased the scope of tariff cov- 
erage. It represented a new level in the long move- 
ment by nations towards closing off their economies 
to foreign imports. In the wake of the combined ef- 
fects of the Great Depression, and the Smoot-Haw- 
ley tariff and the retaliation by foreign countries that 
it precipitated, world trade fell by about two-thirds 
by the mid 1930s. The breakdown of trade after 1930 
was alarming to Western governments, but even 
more alarming was the process that had led to that 
breakdown. The Smoot-Hawley Act was written in 
congressional committees that were essentially un- 
able to master the detail that had become inherent 
in any major tariff legislation. Because of this eco- 
nomic illiteracy, and because of the general sympa- 
thy towards protectionism that had been created by 
the Great Depression, Congress essentially extended 
protection to all those groups that demanded it. The 
spectacle was that of a gross excess of the demo- 
cratic process and a loss of control over the economy 
by both the US president and the congressional lead- 
ership. During the legislative debate, 1,000 Ameri- 
can economists and the governments of numerous 
countries protested against the Act, but to no effect. 
‘The Smoot-Hawley tariff provoked widespread re- 
taliation by other countries, contributing to tariff in- 
creases around the world and openly discriminatory 
trade relations (Irwin 2011). 

‘The breakdown of international trade took its toll 
on public sympathy towards protectionism. The tariff 
became an issue in the presidential election of 1932, 
and was attacked by Democratic candidate Franklin 
D. Roosevelt as contributing to the Depression. Fol- 
lowing his election, Roosevelt appointed Cordell Hull 
as secretary of state, a man committed to the view 
that free trade was an essential ingredient in world 
prosperity, and an even more important ingredient in 
international peace and stability. Hull and his officials 
began working with Congress to prepare new tariff 
legislation, and two years later the legislation was en- 
acted under the title Reciprocal Trade Agreements Act 
(RTAA) of 1934. 


The Evolution of the Global Trade Regime 


‘The RTAA produced a revolution in US and even 
international trade policy (Haggard 1988). The central 
clement of the RTAA was that itempowered the presi- 
dent to lower (or raise) tariffs up to 50 per cent from 
Smoot-Hawley levels in the course of trade nego- 
tiations with other countries. From the standpoint of 
American politics, the RTAA transferred tariff setting 
policy to the presidency, which could organize itself 
bureaucratically for the task, and away from the Con- 
gress, which had ultimately proven to be incapable of 
discriminating between the many appeals brought by 
constituents for protection. This transfer substantially 
increased the control the government exercised over 
trade policy, and ithas been an essential part of the US 
trade policy structure ever since 1934. From the stand- 
point of international politics, the RTAA advanced 
the notion that setting tariff rates should no longer be 
exclusively a unilateral policy by a nation state, but, 
rather, was a bilateral matter to be settled through ne- 
gotiation. This action was reminiscent of the efforts 
by Michel Chevalier in the previous century to use 
commercial and political negotiation to reduce trade 
restrictions between France and Britain, and it began 
the changeover from a protectionist trade policy that 
had existed since the 1870s. 

‘The US government pursued reciprocal trade 
agreements with other countries as far as economic 
circumstances after 1934 would allow. By 1939, the US 
had concluded 21 agreements, which made reductions 
in about a thousand duties. All agreements were made 
on an MEN basis, which slowed the negotiation be- 
cause it engaged more parties, but also for the same 
reason extended the impact of the agreements. The 
RTAA agreements were successful in increasing the 
flow of international trade. More importantly, they 
provided a corpus of experience in trade liberalization 
that became integrated after the Second World War, 
which was demonstrated by the fact that most of the 
GATT articles drawn up in 1947 were taken from vari- 
ous agreements reached during the previous decade 
under the RTAA system. Italso underlines the leader- 
ship of the US in the international trading system in 
the twentieth century. 

‘The reciprocal trade program was concurrent with 
a sea change in US and world public opinion regarding 
protectionism and free trade. What appeared to have 
changed in the US and elsewhere was the principle of 
free trade versus protectionism, or more precisely, the 
expectations that people held as to which principle 
was just and would ordinarily prevail as a general rule. 


15 


116 


‘Ann Capling and Silke Trommer 


This change created a more favourable economic con- 
text for the major changes in the global trade regime 
that occurred after the Second World War. 


KEY POINTS: 


+ Organized efforts to establish freer and non- 
discriminatory trade in Europe began in the middle of the 
rineteenth century 

+ Alengthy period of protectionism was initiated by the 
‘world depression that began in the 1870s, and then 
continued as a result of the world wars and depression of 
the first half of the twentieth century. 

‘+ Efforts to establish a liberal international trading system 
\were begun with the US RTAA of 1934. 





The birth of the GATT 


Post-war economic situation 


‘The ascendancy of the US in the early post-war pe- 
riod was immediately evident in the play of interna- 
tional policymaking. In terms of security policy, the 
US took over the leadership of the Western alliance. 
‘The US enjoyed a preponderant position in the for- 
mation of the United Nations and other post-war 
international organizations. Reconstruction aid to 
Europe through the Marshall Plan further demon- 
strated the primacy of the US in the Western system. 
In addition, US economic hegemony could be dem- 
onstrated by figures representing three important 
areas of the international economic system, namely 
international monetary payments, trade, and for- 
ign investment. In 1947, the US held about 70 per 
cent of the monetary gold stock of the world. Even 
a decade later, this figure had not dropped below 59 
per cent of the world’s stock (Cooper 1968). There 
‘was an acute shortage of US dollars over this period, 
and the dollar itself began to serve as a reserve cur- 
rency for international payments. Regarding trade, 
by 1950 the US accounted for nearly 17 per cent of 
world trade, and its share was about 1.5 times the 
share of the UK, the next leading nation (Krasner 
1976). Throughout the decade of the 1950s, the US 
increased its preponderance in world trade. By 1960, 
US trade was 20 per cent of overall world trade, over 
twice as large as that of the next leading nation (the 


UK), and roughly equal to the combined total of the 
three leading European economies, namely the UK, 
France, and West Germany, Finally, with regard to 
foreign investment, the US went from an initial ac 
cumulated stock of foreign investment of $7 billion 
in 1946 to over $100 billion in 1973. The latter figure 
represented 51 per cent of total world foreign invest- 
‘ment in that year (UN Commission on Transnational 
Corporations 1978). The second-ranking nation in 
foreign investment in 1973 was the UK with 13.5 per 
cent, or about one-quarter of the US total. In sum, all 
the major indicators of international economic per- 
formance demonstrate that the US was in a unique 
position of leadership in the first two decades of the 
post-war period. 

US leadership rested relatively easily on other West- 
ern nations because the security concerns of the Cold 
War with the Soviet Union encouraged those nations 
to be more willing to follow than they might other- 
wise have been. However, any system where one na- 
tion is dominant is likely to reflect the values of that 
nation, which was the case of the trade regime set 
up under the GATT after 1947. One American value 
that was carried forward to the international system 
was an emphatic belief that trade liberalization was 
the driver for full employment and economic growth 
For the Americans, trade liberalization was an attrac- 
tive goal in ideological terms and it was also consistent 
with the US national interest, since the US was favour- 
ably positioned to benefit from freer trade. This was 
problematic for the Europeans; because of the uncer- 
tain circumstances facing their economies after the 
war and their emphasis on maintaining low levels of 
unemployment, they believed that full employment 
and economic growth were a precondition of trade 
liberalization. 

A second and equally important American value 
was that of multilateralism, intended to guarantee 
non-discrimination between all countries participat- 
ing in the trade regime. The Americans blamed the 
collapse of international trade on the discrimina- 
tory trading blocs created by the Europeans in the 
interwar years, most notably the Imperial Prefer- 
ential trade system created between Great Britain, 
India, and the British Dominions in 1932. The Eu- 
ropeans did not share the American enthusiasm for 
non-discrimination and multilateralism, promoting 
instead the virtues of economic regionalism, which 
later came to fruition in the formation of the insti- 
tutions that led to the present-day European Union 


(EU). Similarly, some members of the Imperial Pref- 
erential system were keen to preserve their preferen- 
tial trade relations with Great Britain and the other 
Dominions. 

A third American value was a legal approach to in- 
ternational trade relations, complete with the concep- 
tion of a code of international trade law backed up 
by a mechanism for settling disputes between parties 
For their part, the Europeans were wary of a codified 
approach to international trade relations, and sought 
instead to preserve their right to administrative discre- 
tion, They preferred to build up a post-war trading 
system on practice rather than formal legal commit- 
ments (Gardner 1969). 

As a result of the different approaches taken by 
the US and its allies the trade regime was based on 
compromise in the face of policy disagreements. 
This compromise, which effectively established a 
middle ground between various forms of unfettered 
economic liberalism and Keynesian domestic inter- 
ventionism has been characterized by Ruggie (1982) 
as embedded liberalism. It is important when as- 
sessing the global trade regime to recall that it has al- 
ways been based on a negotiated consensus, and that 
in the real world consensus is often only achieved 
through compromises that are unpalatable to the 
purists 
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The rules of the GATT 


Led by the US, the Second World War allies attempted 
to create a new structure for the international system 
following the war. An essential part of this attempt 
was the Breton Woods Conference of 1944, which 
established the International Bank for Reconstruc- 
tion and Development (World Bank) and the Inter- 
national Monetary Fund (IMF). Along with these 
efforts in the development and monetary fields, the al- 
lies met in several conferences to establish an interna- 
tional trade regime. To that end, countries concluded 
and signed an agreement to establish an International 
‘Trade Organization (ITO) in 1948, which was to 
complete the triad of functional organizations in the 
area of international economic relations. However, 
the US Congress failed to ratify the agreement, and 
without US involvement the ITO would have been ir- 
relevant. In place of the ITO, countries relied on the 
GATT, established in 1947, to provide structure forthe 
rapidly expanding trade system. The GATT itself was 
simply a contract embodying trade rules for industrial 
and manufactured products that were negotiated dur- 
ing a multilateral tariff negotiation in 1947. 

‘The GATT was signed by 23 countries and came into 
force in 1948. Its rules and principles are codified in the 
35 articles of the General Agreement (Jackson 1969), 


Most-Favoured Nation Principle (MFN) 


‘The most-favoured nation principle (MFN) was introduced 
into the US reciprocal trade agreements of the 1930s and 
incorporated as Article lof the GATT in 1947, Itrequired 
GATT Contracting Parties to extend to all signatories the 
benefits of any agreement that it might reach with any other 
country (that is, the ‘most-favoured The GATT 
provided a forum and a legal regime within which countries 
were encouraged to negotiate and to reach agreements to 
lower tariffs on a reciprocal basis. These negotiations were 
normally undertaken on a bilateral basis between the principal 
supplier and the principal buyer of a good. For example, in the 
1950s, the US, as the major buyer of wool (to clothe its 
‘troops fighting the Korean war) negotiated tariff reductions 
with Australia, the principal supplier of wool These 
negotiations were conducted on a bilateral basis but the 
resulting lowered tanff would be accorded to all countries 
exporting wool to the US. In this example, t would be 








assumed that Australia would reciprocate by offering 
concessions to the US. 

The effect of the MFN principle was to elrinate discrimination 
between trade partners, as countries were in principle obliged to 
brave one MFN tan that applied to all countries, and therefore 
\were prohibited from applying different tariffs on the same 
[product coming from different countries Non-<scrimination 
‘ntroduced the problem of free-riding where a country might take 
Lnresiprocated benefits from a lowerng of tariffs by other 
‘countries, but this was regarded as a lesser problem than that 
caused by overtly discriminatory tanff polices. The overall purpose 
(Of MEN and non-ciscrimination was to create a unified muttiateral 
‘racing system, and to prevent the international trade system from 
degenerating into a fragmented and discriminatory system of 
regoral preferences The recent proliferation of preferential free 
‘trade agreements (aso known as regonal trade agreements), 
‘which ae inherently discriminatory, has heaviy compromised the 
‘norm of non-ciscrmination in the global trade regime, 
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Its overall objective was to reduce tariffs and limit the 
use of non-tariff barriers to trade, such as quotas, in 
the economic sectors where it applied. In addition to 
liberalization, the most important principles of the 
GATT are non-discrimination, reciprocity, develop- 
ment, and safeguards (Zacher and Finlayson 1981). 

The cornerstone of the GATT is non-discrimina- 
tion, which is embodied in Articles I and III of the 
GATT. Article I is known as the mostfavoured na- 
tion principle (see Box 5.1). It requires that any ad- 
vantage—such as a lowered tariff—granted by one 
contracting party to any other country would imme- 
diately be accorded to all other contracting parties. 
This obligation—strongly promoted by the US—at- 
tacked the practice of discriminatory tariff prefer- 
ences, which were commonly employed for political 
reasons before the Second World War, and which 
compartmentalized and therefore reduced the flow of 
trade between nations. The US prevailed on this mat- 
ter, butnot before it compromised with the British and 
French, allowing them to maintain preferential trade 
arrangements for their colonies. Another major ex- 
ception to the MEN principle is Article XXIV, which al- 
lows the formation of regional trade agreements and 
customs unions, subject to specific conditions. The 
Article XXIV exception anticipated the creation of the 
European Economic Community—the precursor to 
the EU. It was also supported by the Americans who 
were at the time preparing a then-secret US-Canada 
free trade agreement that ultimately never entered 
into force (Chase 2006). 

A second dimension of non-discrimination is the 
National Treatment rule (Article Ill), which obliges 
nations to treat imported products no less favourably 
than domestic products with respect to taxes and all 
laws and regulations affecting the product's placement 
on the domestic market. Article III removed a whole 
range of policy tools (such as internal taxes or distri- 
bution requirements) that governments traditionally 
used to extend preferential treatment to domestic pro- 
ducers. Under the ‘General Exceptions’ of Article XX, 
governments nonetheless reserved the right to take 
measures that serve a restricted list of public policy 
goals, such as the protection of public morals, the 
protection of human, animal or plant life or health, 
or the conservation of exhaustible natural resources. 
In general, Article I ensured that a country could not 
discriminate externally between countries and Article 
III ensured it could not discriminate internally within 
countries. 


Another important principle of the GATT, reci- 
procity, isa normal aspect of negotiations in general. 
In international trade, reciprocity has been promoted 
as. political imperative where nations give trade con- 
cessions in the form of tariff reduction or market ac- 
cessin order to get similar benefits from their partners. 
Reciprocity allows governments to mobilize export 
interests to support liberalization (because they will 
benefit from concessions granted by other countries) 
in the face of domestic interest groups that will lose as 
a result of trade liberalization (see Hiscox, Chapter 4, 
in this volume). The norm of reciprocity is promoted 
through the GATT’s methodology for tariff negotia- 
tions, which were to be conducted ‘ona reciprocal and 
mutually advantageous basis’ and ‘directed to the sub- 
stantial reduction of tariffs’. 

In the GATT’s early history of trade negotiations, 
reciprocity was a guiding beacon as countries began 
the process of dismantling tariff protectionism. Reci- 
procity ran into difficulties when developing coun- 
tries began to accede to the GATT as a result of the 
decolonization process. The developing countries 
comparative advantages lay mainly in areas that were 
not covered under the GATT, namely agriculture and 
textiles. In various negotiations beginning in the mid 
1950s, attempts were made to mitigate the obliga- 
tions of GATT membership for developing countries 
through the concept of special and differential treat- 
ment (SDT). This involved exemptions from the ne- 
gotiating principle of reciprocity, preferential access 
for developing country exports to rich country mar- 
kets (ie. better than MEN treatment), and develop- 
‘ment assistance to help developing countries compete 
in export markets (Hockman and Kostecki 2009). Ef- 
forts to accommodate the special needs of developing 
countries are a continuing aspect of the trade regime, 
as evidenced in the WTO Doha Round trade negotia- 
tions (discussed later in this chapter). 

‘The GATT signatories agreed that significant tar- 
iff reductions could only be achieved if escape clauses 
and exceptions could be included in the new interna- 
tional trade regime and this flexibility is reflected in 
the above-mentioned exceptions and the GATT’s vari- 
ous safeguards provisions. For example, Article XII 
allows governments to reimpose trade restrictions in 
the face of balance-of:payment difficulties while Ar- 
ticle XIX permits governments to raise tariffs for a pe- 
riod of time when a particular industry is confronting 
significant problems as a result of tariff reductions. 
‘The intent of Article XIX was to ensure that problems 


in specific industries did not compromise the general 
process of liberalization. 

‘The rules of the GATT provided a basis for govern- 
ance in a narrow, but fundamentally important, sector 
of international relations. The GATT was never in- 
tended to function as an international organization; it 
was only ever intended to be a temporary agreement 
until the ITO Charter came into force. The fact that 
the GATT came to look and function like an interna- 
tional organization is the result of a largely unplanned 
and incremental accretion of political and legal pow- 
ers. It was institution-building by accident. 


KEY POINTS 


+ Following the Second World War, the US was a 
preponderant presence in the world economy, and took a 
leadership role in post-war planning, 

‘+ Trading nations established the GATT in 1947, and 
attempted in 1948 to create an ITO, which fled to 
receive ratification by the US Congress. 

‘+ The objectives of the GATT were to promote economic 
‘growth and prosperity through the expansion of 
international trade. This was to be achieved through the 
‘reduction of tariffs and the elimination of discrimination in 
industrial and manufactured products. 

+ The GATT rules provided a rudimentary basis for the 
regulation of international trade. 





The GATT to 1994 


GATT negotiations to 1979 


‘The GATT was established to support the trade ne- 
gotiations in 1947, and following that date the GATT 
sponsored multilateral negotiations in 1949 (Annecy), 
1951 (Torquay), 1956 (Geneva), 1960-1 (the Dillon 
Round), and in 1963-7 (the Kennedy Round). Further 
negotiations were the Tokyo Round (1973-9), the 
Uruguay Round (1986-93), and the problem-riddled 
WTO Doha Round, discussed later in this chapter. 
Of these nine negotiations, the first four after 1947 
took up important institutional matters, such as the 
accession of new members, but they did not make sig- 
nificant progress in liberalizing trade. One reason is 
that European recovery from the war did not occur 
as quickly as expected, as evidenced by the fact that 
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European currencies were not made fully convertible 
until 1958, which made it difficult for these countries 
to increase their exposure to international competi- 
tion, In practice, the US was the preponderant actor 
in the early negotiations, and offered most of the tariff 
concessions. 

‘The Kennedy Round of 1963-7 emerged as the first 
significant negotiation in GATT since 1947 (Preeg 
1970). The Kennedy Round was the first GATT ne- 
gotiation at which the nations of the European Com- 
munity (EC) participated as a single unit, which was 
the first time Europe and America engaged in a major 
negotiation across the Atlantic on an apparent basis 
of equality and reciprocity. Several new topics were 
introduced to the negotiating agenda including agri- 
culture, the special treatment of developing countries 
that had emerged as new players in the GATT as a 
result of the decolonization process from the 1950s 
onwards, and non-tariff measures. The inclusion of 
agriculture was significant, as agriculture trade was 
highly distorted by interventionist policies designed 
to detach domestic prices from international markets. 
However, disagreement between the US and the EC 
stymied progress on bringing agriculture into the dis- 
cipline of the GATT rules. 

“The Kennedy Round led to significant tariff cuts on 
industrial goods in developed countries. The negotia- 
tion also produced an anti-dumping code that helped 
to standardize national policies geared to prevent un- 
fair competition in international trade, and an interna- 
tional grain agreement that established price ranges 
for wheat and provided for multilateral sharing of 
food aid to developing countries. These efforts at rule- 
making were significant ‘firsts’ in trade cooperation 
through the GATT, as it represented the willingness 
of governments to expand the purview of the regime 
in order to tackle long-standing problems in the trade 
system. It was also the first negotiation to explicitly 
address developing country concerns, culminating in 
the formal endorsement of the principle of non-rec- 
iprocity for developing countries, codified as Part IV 
of the GATT. 

At the close of the Kennedy Round in 1967, the 
GATT secretariat sought to convince the major trad- 
ing nations to extend liberalization into the area of 
non-tariff barriers to trade (Evans 1971). This initial 
effort was unsuccessful, but by the early 1970s chaos 
in the international monetary system and increasing 
use of non-tariff barriers in response to the surge of 
exports from Japan and the newly industrializing 
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economies (NIEs) resurrected fears of trade protec- 
tionism and convinced national governments to begin 
a new negotiation in the GATT. 

‘The agreements reached at the Tokyo Round were 
the most comprehensive and far-reaching results 
achieved in trade negotiations since 1947 (Winham 
1986), The results fell into three categories: six legal 
codes that dealt with NTBs (plus a sectoral code for 
trade in aircraft); tariff reductions; and a series of revi- 
sions of GATT articles primarily of interest to devel- 
oping countries. The six codes updated and expanded 
aspects of the trade law of the GATT, and were the 
most important part of the Tokyo Round accords 
These covered, respectively, customs valuation proce- 
dures, import licensing, technical standards for prod- 
ucts, subsidies, and countervailing duty measures, 
government procurement, and anti-dumping duty pro- 
cedures. However, negotiations on a safeguards code 
failed. The general thrust of the code negotiations was 
to effect a ‘constitutional reform’ of GATT law, and to 
improve the openness, certainty, and non-arbitrariness 
of the rules governing international trade. 

The second category of results from the Tokyo 
Round was tariff reductions. Tariff negotiations had 
been the main item of business in the six multilateral 
negotiations that were held under GATT auspices 
through the Kennedy Round of 1967. Tariffs were not 
the major focus of the Tokyo Round, yet the average 
reductions of about 35 per cent of industrial nations’ 
tariffs achieved in this negotiation were comparable to 
the reductions of the Kennedy Round. The reductions 
covered more than $100 billion of imports, and were 
phased in over an eight-year period beginning in 1980 
(Cline 1983). Once again, however, agriculture proved 
to be an intractable issue, with the US and the EC 
agreeing to remove the two major issues in agriculture 
trade—market access and the use of subsidies—from 
the negotiating table halfway through the round. 

The third category of Tokyo Round results was a 
proposed series of revisions to GATT Articles known 
as the ‘framework’ agreements. Negotiations on this 
subject were initiated by Brazil, intending to clarify 
GATT obligations and ease those obligations for devel- 
oping countries. The framework agreements covered 
subjects such as safeguard actions for development 
purposes, trade measures taken to correct payments 
deficits, export controls, and deviations from MEN for 
developing countries. A major outcome of these ne- 
gotiations was the ‘Enabling Clause’, which allowed 
GATT signatories to accord differential and more 


favourable treatment to developing countries, with- 
out according the same treatment to other countries. 

Notwithstanding the Enabling Clause, developing 
countries were disappointed with the results of the 
Tokyo Round, as it failed to tackle non-tariff meas- 
ures used by developed countries to restrict imports 
in industry sectors where developing countries were 
competitive, including food products, textiles, cloth- 
ing, and footwear, iron and steel, shipbuilding, and 
consumer electronics (United Nations Conference on 
‘Trade and Development 1982). However, the active in- 
volvement of a large number of developing countries 
in the Tokyo Round negotiation was unprecedented in 
the GATT and it set the scene for the Uruguay Round 
a decade later. 

‘The Tokyo Round underscored the extent to which 
multilateral negotiations had become a point of de- 
parture for managing the international trade system. 
In contrast with past GATT negotiations, which were 
largely limited to the reduction of tariffs, the Tokyo 
Round was a rule-making exercise of major propor- 
tions. Furthermore, the agreements of the Tokyo 
Round constituted legal rules that reached further 
into the nation state and impacted on domestic regula- 
tory systems more deeply than was the case with most 
international agreements. 


KEY POINTS 


‘+ Multilateral trade negotiations were conducted in the 
GATT to reduce tariff protectionism on a reciprocal bass. 

+ The Kennedy Round (1963-7) was the first significant 
tarif-cutting round under the GATT. 

+ Inthe Tokyo Round (1973-9), countries focused on 
the more dificult task of reducing non-tariff measures 
that afforded protection in international trade. These 
measures were regulated through the negotiation of 
international codes of conduct. 

+ The Tokyo Round demonstrated the importance of 
‘multilateral negotiation to the management of the 
international trade system. 





The Uruguay Round 


The next major effort to establish further the global 
trade regime was the Uruguay Round negotiation, 
which was launched ata GATT ministerial meeting in 


Punta del Este in September 1986 (Croome 1995). The 
path to the Uruguay Round was difficult as there was 
deep division among the major players about the de- 
sirability of new multilateral trade negotiations. The 
US was the most vigorous advocate of a new round, 
partly to counter growing protectionist pressures at 
home but also to expand the GATT regime to include 
new topics such as services, investment, and intellec- 
tual property, which were issues of particular concern 
to US business and industry. The US also wanted to 
deal with high levels of agricultural protectionism, 
especially in the EC and Japan. The US position was 
supported by a group of major agriculture export- 
ers including Australia, Canada, New Zealand, and a 
group of developing countries in South America and 
South-East Asia. But many other countries opposed 
the commencement of a new round; opponents in- 
cluded the EC and Japan, who wanted to maintain 
their agricultural trade barriers, and a group of ten de- 
veloping countries (G10), led by India and Brazil, who 
insisted that they were not sufficiently developed to 
negotiate the new issues, such as services, on an equal 
footing with the developed countries. These divisions 
proved to be insurmountable. The 1982 GATT minis- 
terial meeting, which was convened to launch a new 
round, ended in acrimony and it brought the GATT 
close to breakdown (Croome 1995). 

The failure of the 1982 ministerial meeting fuelled 
views in the US that while its economy was the most 
open in the world, other countries were imposing ob- 
stacles to trade that could not be addressed through 
GATT negotiations. In response, the US began to 
negotiate bilateral and regional trade agreements 
with key trade and security partners, including Israel 
and Canada (Ostry 1997). This was a ‘shot across the 
bow’ of other GATT parties to indicate that the US 
commitment to multilateralism could not be taken 
for granted, and if it could not achieve its objectives 
through the GATT, it would work outside the multi- 
lateral trade system. 

In 1985 the GATT Contracting Parties agreed to 
work towards the launch of a new round of negotia- 
tions. Ongoing opposition from the G10 to the inclu- 
sion of the new areas such as services, investment, 
and intellectual property impeded progress towards 
the launch. The impasse was ultimately overcome 
through the efforts of an informal working group 
of developed countries (including Australia, Canada, 
NZ, and some non-European countries) and 20 devel- 
oping countries that were supportive of a new round 
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of negotiations. These developing countries were 
moving away from protectionist policies and import- 
substitution industrialization in favour of export- 
oriented development and they were keen to ensure 
that developed countries addressed issues of particu- 
lar interest to them, most notably high levels of pro- 
tection in agriculture, and textiles and clothing. Led 
by Colombia and Switzerland, this informal working 
group—the so-called ‘Café au Lait’ group—developed 
the negotiating mandate that became the basis for 
the Uruguay Round. The success of this coalition of 
like-minded countries marked a watershed moment 
in GATT/WTO history; henceforth, coalitional di- 
plomacy was a central feature of multilateral negotia- 
tions, particularly in the face of conflicts between the 
‘major powers in the global trade regime. 

‘The Uruguay Round was successfully launched 
after a week-long special ministerial session at Punta 
del Este in September 1986 (Winham 1998). The G10's 
opposition to the inclusion of services, investment, 
and intellectual property was overcome by agree- 
ment to separate those negotiations from the tra- 
ditional GATT issues, which was expected to lessen 
the prospects that developed countries could force 
trade-offs between new and traditional subjects in the 
negotiation. A coalition of agriculture-exporting de- 
veloped and developing countries, the Cairns Group, 
led by Australia, ensured that agriculture would have 
‘a prominent part in the negotiations (Capling 2001). 


New issues: services, investment, and 
intellectual property 


‘The agenda of the Uruguay Round (Box 5.2) com- 
prised 15 negotiating groups arranged initially in 
four principal categories: market access (including 
the critical areas of agriculture and textiles); reform 
of GATT rules; measures to strengthen the GATT as 
an institution; and the new issues, specifically services, 
investment, and intellectual property. The new issues 
were included in the negotiation in order to make the 
GATT more relevant to developments in the world 
economy, and to respond to strong pressures coming 
from industry in developed countries (Preeg 1995). 
Asa combined result of communication, transpor- 
tation, and technology revolutions and changes in 
the global financial system, services had come to ac- 
count for well over half of the gross domestic prod- 
uct (GDP) of developed countries by the late 1980s, 
and they were beginning to account for an increasing 
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Uruguay Round Agreements 


The GATT Uruguay Round began in September 1986, 
effectively concluded in December 1993, and formally 
concluded with official signatures at the Marrakesh Ministerial 
Meeting in April 1994. The Uruguay Round produced a wide 
‘range of agreements integrated under a common legal system. 
‘What s usually thought of asthe (WTO system’ contained in 
‘the Marrakesh Agreement Establishing the World Trade 
‘Organization (WTO) and the Dispute Settlement 
‘Understanding (DSU). The WTO Agreement established the 
WTO asan international organization, and ensured that all the 
agreements negotiated at the Uruguay Round were accepted as 
|a Single Undertaking, which required members to implement all 
‘the Uruguay Round agreements as a condition of joining the 
WTO. The dispute settlement system established by the DSU 
‘was also intended to apply to all areas of the Uruguay Round 





‘Agreements; hence iti an integral part of the architecture of 
the WTO system. 


‘The Uruguay Round Agreements comprise about 60 
agreements of some 550 pages, covering subjects as widely 
iversified as agriculture, services, intellectual property, 
textiles and clothing, safeguards, rules of origin sanitary and 
phytosanitary measures, and technical barriers to trade. 
“These agreements can be accessed on the WTO website 
‘wwewowto.org under the title ‘Legal Texts of the WTO 
‘Agreements: In addition, the Uruguay Round Agreements 
‘also included the GATT 1994, which effectively incorporated 
the GATT of 1947 into the WTO system. There were some. 
additional agreements interpreting various provisions of the 
GATT, but there is historical and legal continuity from the 
basic rules and provisions of the GATT to the WTO trade 
regime. 








proportion of international trade. Bringing services 
into the global trade regime required negotiators to 
incorporate GATT principles of transparency, na- 
tional treatment and reciprocity, as well as newer prin- 
ciples such as market access, into an area of trade that 
was conceptually dissimilar from trade in goods, the 
normal milieu of GATT principles and practice (Arup 
2000), Given the paucity of information on trade in 
services, negotiators first developed a common da- 
tabase on which substantive decisions could later 
be made. Second, a code of principles, which later 
became known as the General Agreement on Trade 
in Services (GATS), was negotiated to provide for a 
standard of treatment between countries of trade in 
services, Finally, the code of principles was to be ap- 
plied to specific sectors of services trade. 

For the GATT, the incorporation of services was 
not a straightforward matter. Services are not goods, 
which had always been the focus of GATT rules, but 
rather are processes in which skills and knowledge 
are exchanged in order to meet a particular consumer 
need. They can include processes as widely differen- 
tiated as engineering consulting, financial interme- 
diation, tourism, transport, and shipping, and legal 
advice. Traditionally, most services were considered to 
‘be domestic activities but by the 1980s, services were 
becoming increasingly mobile across international 
borders. As services often require the provider and the 
consumer to be in close proximity, trade in services 


often involves the international movement of peo- 
ple. This can occur through the physical movement 
of consumers to obtain services in a foreign jurisdic- 
tion (e.g. tourism, education, healthcare), or through 
the entry of service providers to the territory of the 
consumer (e.g. architects, engineers, management 
consultants). Some services require the provider to 
establish a commercial presence in another territory 
(eg. foreign subsidiaries of hotels, universities, or in- 
surance companies). A fourth type of international 
service trade is the cross-border supply of services, for 
instance online education or call centres, where ser- 
vices are provided from one territory to another over 
the telephone or internet. 

One important obstacle to free exchange of ser- 
vices between countries is the reluctance of domestic 
authorities to grant foreign firms the right to estab- 
lish and do business in their markets. Governments 
generally seek to provide consistent regulation over 
their own markets; this might require discrimination 
against trade partners that apply different standards 
from trade in services or it may require the protection 
of an entire service sector from international competi- 
tors. However, in the 1980s, many governments began 
to undertake regulatory reform of some of their ser- 
vices sectors through the breaking up of monopolies, 
privatization, and liberalization (e.g. public utilities, 
postal services, telecommunications, and national air- 
lines). Combined with pressure from other sectors of 


the economy who wanted access to cheaper services, 
as well as changing consumer preferences, and facil 
tated by rapid advances in information communica- 
tions technology, services increasingly became seen as 
contestable and tradeable—hence the willingness of 
governments to contemplate multilateral rules and 
disciplines in services trade 

Translating GATT principles such as non-discrimi- 
nation and national treatment of foreign suppliers to 
the services sector proved to be a major conceptual 
challenge for the Uruguay Round negotiators, and pri- 
vate sector lobbying (particularly in the US financial 
services sector) played a significant role in advancing 
this work. The result of the negotiations was the crea- 
tion of GATS, which established a code of conduct for 
all measures affecting trade in services. GATS Article 
I defines trade in services and specifies four modes 
of supply: cross-border supply, consumption abroad, 
commercial presence, and presence of natural per- 
sons, The GATS requires MFN treatment with some 
time-bound exceptions (Article II) and exemptions for 
regional trade agreements (Article V). National treat- 
ment (Article XVII) is required for any sectors that are 
listed in a member's schedule of commitments. The 
GATS explicitly recognizes the right of governments 
to regulate services in order to meet their national pol- 
icy objectives, but requires that these regulations be 
applied in ‘a reasonable, objective and impartial man- 
ner’ (Article VI), 

Annexed to the GATS is each member's schedule 
of commitments, which lists each service sector for 
which a member has granted market access and na- 
tional treatment to foreign service suppliers. There is 
wide variation in these schedules. Developed countries 
included a greater number of services sectors in their 
schedules than developing countries, and the poorest 
developing countries scheduled very few commit- 
ments at all. Rarely did these scheduled commitments 
extend new market access; in most cases, they were 
simply a legal commitment to ‘bind’ existing regula- 
tory regimes. While the GATS constituted an unprec- 
edented extension of multilateral trade rules into a 
new area of trade, it achieved very little liberalization. 
“That task was left to future negotiations in the WTO. 

‘The two other new issues on the Uruguay Round 
agenda were investment and intellectual property. In- 
vvestment was included because by the 1980s, ithad be- 
come apparent that investment was interchangeable 
with trade, and, more important, that trade liberaliza- 
tion mightbe less valuable in stimulating international 
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economic exchanges unless it is accompanied by the 
liberalization of investment regimes. However, invest- 
ment has always attracted considerable regulation 
in importing countries because of the perceived risk 
to sovereignty associated with high levels of foreign 
investment in sensitive industries. In the Uruguay 
Round, the negotiation of a multilateral investment 
agreement eventually proved to be an unreachable 
goal, and the agreement that was reached on Trade- 
Related Investment Measures (TRIMs) dealt with 
only a small proportion of the issues raised in the 
negotiation. 

Trade-Related Aspects of Intellectual Property 
Rights (TRIPs) was the third of the new issues. Intel- 
lectual property rights grant state protection to pro- 
ducers of new ideas. The Berne and Paris Conventions 
had provided for international cooperation on these 
rights since 1886 and 1896 respectively, but protection 
had not been mandatory in the international econ- 
omy (Maskus 2000). Producers of high-tech products 
sought to internationalize the intellectual property 
protections they enjoyed in their home country, and 
producers’ associations such as the Pharmaceuticals 
Manufacturers Association demanded constraints 
on generic industries that arguably did not recog- 
nize legitimate patents on drugs. Negotiations in the 
Uruguay Round began by addressing the problem of 
counterfeit goods in international trade, but developed 
countries—which asserted that inadequate protection 
of intellectual property rights was a serious non-tariff 
barrier to trade—quickly pressed for a broader nego- 
tiation over patents and copyrights. Developing coun- 
ties, led by India and Brazil, viewed TRIPs protection 
as.a potential barrier to trade in its own right, but they 
were more concerned over the monopolies effectively 
granted in developed countries for products such as 
pharmaceuticals, which they considered crucial to 
the public interest. The developing countries acqui- 
esced on this issue because they felt their losses were 
compensated by gains elsewhere in the overall accord 
(e.g. agriculture, textiles, and clothing), and an agree- 
‘ment was concluded that set international standards 
for certain protections dealing with copyrights and 
patents (Winham 1998). However, the controversy 
over the TRIPs Agreement continued as a mainstay of 
WTO politics, as developing countries saw intellectual 
property rights as a mechanism by which developed 
countries could maintain a competitive edge relative 
to countries that lacked a sophisticated technological 
infrastructure. 
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Agriculture 


At the outset of the negotiation, a coalition of 14 
agricultural exporters from among the developed 
and developing countries formed under Australian 
leadership to promote the liberalization of global 
agricultural markets. Known as the Cairns Group, 
these countries played an important role in the early 
stages of the negotiation in bridging the differences 
between the US and the EU over agricultural trade 
and ensuring that agriculture was not put in the ‘too 
hard basket’, as had been the case in previous Rounds 
(Capling 2001). However, by January 1992, it became 
clear that the Uruguay Round was blocked, and the 
reason was the agricultural negotiation between the 
major players, Agricultural trade had long been a diffi 
cult problem for many countries in the GATT system, 
but in the Uruguay Round the inherent problems of 
agriculture were compounded because this issue pit- 
ted the interests of the US and the EU against one an- 
other. The US-EU differences stemmed mainly from 
the fact that, since the 1960s, Europe had established a 
protectionist policy under the Common Agricultural 
Policy, while the US was moving towards a compara- 
tive advantage in agricultural exports. The Uruguay 
Round thus turned into a politicized contest between 
the major players, and for 18 months the main activity 
of the multilateral negotiation was a series of bilat- 
eral encounters between US and EU officials, with the 
Cairns Group keeping pressure on the parties to reach 
agreement. This blockage halted progress in other 
areas and even between other countries. The US and 
the EU eventually reached a resolution of their differ- 
ences in the ‘Blair House’ accords on agriculture, but 
agriculture continued to be the major stumbling block 
to a general agreement until very late in the negotia- 
tion. The Agreement on Agriculture was a significant 
achievement of the Uruguay Round. For the first time 
in history, agricultural tariffs were bound and the use 
of domestic and export subsidies was codified and re- 
stricted. Like the GATS, while it did not achieve much 
additional trade liberalization, it incorporated agricul- 
ture into multilateral trade rules and created a basis for 
future liberalization. 


Developing countries 


For most of the history of the GATT, the developing 
countries have been marginal players. The GATT it- 
self was largely a creation of the US and its Western 


allies, and focused mainly on trade rather than eco- 
nomic development, which was the central concern 
of the poorer countries of Africa, Asia, and South 
America. Above all, the GATT took aim at the high 
level of tariffs in the trading system, and promoted the 
reduction of these tariff levels in developing countries 
(see Figure 5.1). By comparison, in terms of trade pol- 
icy, most developing countries pursued a policy of im- 
port-substitution industrialization, which called for 
high protective tariffs to force consumers to purchase 
domestic-made products at the expense of imports. 
These policies encouraged developing-country gov- 
ernments to pursue trade policies of self-sufficiency, 
and to seek ‘special and differential’ benefits in GATT 
negotiations in lieu of accepting the multilateral rules 
of the GATT based on reciprocity. The upshot was 
that, as the GATT system matured, it became clear 
that one of the major threats to that system was its 
inability to be relevant to traders and governments in 
countries representing over two-thirds of the world’s 
population. This threat was largely overcome in the 
Uruguay Round negotiation, for one of the results of 
the negotiation was that, for the first time, developing 
countries became fully integrated into the world trade 
regime. 

Most developing countries did not support the 
initiation of the Uruguay Round. However, once de- 
veloping countries agreed to negotiate, they quickly 
engaged in all the issues. As the round continued, it 
became clear that the capacity to determine the out- 
come of the Uruguay Round fell mainly to the two 
major trading powers: the US and the EU. At this 
point, a curious change took place: the major pow- 
ers that had been so insistent on a new negotiation 
reached a deadlock, largely over agriculture, while the 
developing countries that had fought so hard against 
a new negotiation for most of the 1980s became the 
greatest advocates for its successful conclusion in the 
early 1990s. From 1991 until the conclusion of the 
Uruguay Round in December 1993, the developing 
countries kept the pressure on the majors to settle 
their differences, which was an important element 
in the multilateral agreement that was eventually 
reached. 

‘The turnaround in the developing countries’ po- 
sition was one of the most interesting stories of the 
Uruguay Round (Winham 1998). It occurred, first, 
because developing countries were advantaged by 
two negotiating principles that underlay the Uruguay 
Round; namely, consensus and the single undertaking. 
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Figure 5.1 Average industrial tariffs in developed countries since 1947 
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‘Consensus—which was a traditional GATT principle 
for decision-making—meant that multilateral agree- 
ment required the passive support (that is, no formal 
opposition) of all participants. As a negotiating pro- 
cedure, single undertaking meant that all issues were 
treated as a single package so that ‘nothing was agreed 
until everything was agreed’. In effect, this required a 
balance of concessions from developed countries (e.g. 
in agriculture, textiles and clothing, and SDT (Special 
and Differential Treatment) and developing countries 
(e.g. services, intellectual property) in order to make 
a deal acceptable to all members. The principles of 
consensus and the single undertaking combined to 
increase the power of small and middle-sized powers 
at the Uruguay Round, which was demonstrated dra- 
matically at the 1988 ministerial meeting in Montreal 
when five Latin American countries prevented con- 
sensus on an interim package agreement because their 
concerns over agriculture were not being met by the 
US and the EC. This action empowered the develop- 
ing countries, and led them to take a greater interestin 
the overall negotiation. 

‘This procedural notion of the single undertaking 
should not be confused with the other meaning of 
the Single Undertaking as a set of legal obligations 


that requires all parties to accept and implement all 
elements of a negotiated agreement. The Uruguay 
Round results were implemented as a Single Under- 
taking and any GATT members that wanted to join 
the WTO in 1995 had to accept all agreements ne- 
gotiated in the round. This was a departure from the 
‘Tokyo Round non-tariff agreements which countries 
could adopt on an opt in/opt out basis. The Single 
Undertaking implied significant new obligations for 
many developing countries, which later proved to be 
contentious. 

Despite the reality that developing countries con- 
tinued to be economically disadvantaged in compari- 
son to developed countries, the agreements reached 
at the Uruguay Round were relatively favourable to 
the interests of the former. Developing countries as a 
group benefited from agreements on agriculture, tex- 
tiles, and clothing (and probably services), while they 
were generally disadvantaged on intellectual property 
and possibly anti-dumping practices. Most important, 
however, developing countries were advantaged by 
the institutional arrangements resulting from the Uru- 
guay Round Agreements, namely the strong dispute 
settlement mechanism and the creation of the WTO 
itself. 
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Finally, and most important, the market-based 
economic reforms that took place in many develop- 
ing countries in the 1980s encouraged their govern- 
‘ments to look more favourably on the market-based 
principles and objectives of the GATT. That these 
changes were concurrent with pressures to liberalize 
economies from Western countries and international 
financial institutions is undeniable, but the fall of 
communism and the obvious success of certain free 
‘market countries such as Singapore and Taiwan led 
to an internal policy revolution in many countries. 
For example, India suffered a severe financial crisis in 
1991, following which it introduced reforms designed 
to deregulate the national economy and increase its 
economic efficiency. In the wake of these domestic 
reforms, India revised its negotiating strategy at the 
Uruguay Round, moving from opposition to support 
for a multilateral agreement. In India and in many 
other developing countries, the impact of internal 
reform was to increase the congruence between do- 
mestic policies and the principles of the international 


trade regime. 


Results 


‘The Uruguay Round Agreements were concluded 
‘on 15 December 1993, In comparison to the results 
achieved in previous negotiations, they represented 


an enormous accomplishment for the world trading 
system (see Table 5.1). First, these agreements created 
the WTO, which represented institutional progress in 
that the WTO js a formally constituted international 
organization and not—as the GATT was—mainly a 
contract regarding trade rules between countries. The 
WTO had enormous symbolic importance for the 
world trade regime, but it also had practical signifi- 
cance. Internally, the WTO and the Uruguay Round 
Agreements provided for clearer rules on trade, and 
reduced the fragmentation and inconsistency that 
had existed between various GATT-sponsored agree- 
‘ments, Externally, the WTO reinforced the role of 
trade in international economic relations, and it per- 
mitted trade concerns to be represented more fully in 
relations with the World Bank and the IMF. 

Second, the various agreements reached at the Uru- 
guay Round greatly expanded the rules of the interna- 
tional trading system. New issues were brought under 
multilateral rules for the first time, while old issues 
such as agriculture and textiles, which had long been 
essentially outside GATT disciplines, were brought 
under multilateral rules, thereby beginning the 
lengthy process of reducing protectionism in two sec- 
tors that had for a long time resisted the progression 
towards a more liberal world trade regime (Paarlberg 
1997), Third, as a result of the Single Undertaking, 
which required that all negotiating parties accept all 
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Negotiation No.of countries Results 
Dillon Round 1960-1 26 + Average taf cut of 10% on $4.9 bn of trade 
Kennedy Round 1963-7 a + Average tariff cut of 35% on $40 bn of trade 
+ Anti-dumping code 
+ Part IV of the GATT for developing countries 
Tokyo Round 1973-9 to2 ‘+ Average tariff cut of 35% on more than $100 bn of trade 
‘+ Sox codes dealing with non-tariff measures, plus aircraft code 
+ Revision of GATT artides for developing countries 
Uruguay Round 1986-94 128 + Average tariff cut of 39% on $37 triion of trade 
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parts of the Uruguay Round Agreements as a condi- 
tion of the WTO, developing countries took 
on far-reaching commitments. Effectively, the Uru- 
guay Round brought the developing countries fully 
into the global trade regime. The Uruguay Round 
concluded at a time when many developing countries 
were undergoing substantial liberalization, when it 
was hoped that the confluence of change in the de- 
veloping world and the deepening of the multilateral 
regime would engage trade more fully in the progress 
towands international development. 

Finally, the Uruguay Round Agreements repre- 
sented a further step towards a system based more on 
rules rather than power in international trade. The 
agreements advanced the rules-based nature of trade 
relations between countries, and thereby increased 
the economic security of smaller and middle-sized 
countries in their relations with larger powers. In par- 
ticular, the agreements consolidated and considerably 
strengthened the dispute settlement system that had 
evolved under the GATT. The agreements created an 
obligation for countries to adjudicate an issue if a trad- 
ing partner seeks this recourse. Conversely, countries 
are obligated not to use unilateral trade sanctions as 
an alternative to multilateral dispute settlement ac- 
tions under the WTO. Both provisions were intended 
to increase the prospects that countries, regardless of 
their size and power, would be equal before the law in 
trade disputes. 





KEY POINTS 


+ Developing countries resisted efforts by developed 
‘countries to establish a new GATT negotiation following 
the Tokyo Round. 

‘+The Uruguay Round (1986-93) comprised a lengthy 
negotiating agenda, including new issues such as trade in 
services and TRIPS. 

+The most dificult issue in the Uruguay Round was trade 
in agriculture, particularly between the major parties, the 
EU, and the US. 

+ The Uruguay Round was an enormous accomplishment 
{for the international trade system. International 
rules were established in most important areas of 
international trade, the WTO was created, and a more 
cffective dispute settlement system established. The 
developing countries became full participants in the 
WTO system. 











The Evolution of the Global Trade Regime 
The WTO 


The establishment of the WTO marked a watershed 
in the evolution of the global trade regime. Its key 
functions are to reduce discrimination and promote 
market access opportunities in international com- 
‘merce; to formulate rules of conduct for international 
trade in goods and services; to promote transparency 
of national laws and regulations; to promote dialogue 
and understanding on trade matters; and to settle 
trade disputes among nations. It has near universal 
membership (162 countries at the time of writing, 
with 26 more in the queue for accession). Major pow- 
ers that had remained outside of the GATT have since 
joined the WTO, including China (2001) and the Rus- 
sian Federation (2012). 


Organization and functions 


Institutionally, the WTO is headquartered in Geneva 
and headed by a Ministerial Conference which con- 
venes every two years, although as shown in Table 5.2, 
exceptions have occurred. 

‘The Ministerial Conference brings together trade 
ministers of all member countries and is the WTO's 
top decision-making organ. The General Council acts 
on behalf of the Ministerial Conference between these 
meetings. Members typically have permanent repre- 
sentations in Geneva and state officials at ambassado- 
rial level come together regularly in order to carry out 
the functions of the WTO. The General Council may 
also convene as the Dispute Settlement Body (DSB), 
which adopts reports on international trade disputes, 
and as the Trade Policy Review Body, an organ tasked 
with the systematic, regular examination and publi- 
cation of individual members’ domestic trade policy 
measures. The Council for Trade in Goods, the Coun- 
il for Trade in Services, and the TRIPS Council are 
subsidiary bodies operating under the guidance of the 
General Council and are supported by a large number 
of committees and working groups addressing top- 
ics as diverse as Agriculture, Trade and Environment, 
and Trade in Financial Services. The Trade Negotia- 
tions Committee was set up at the launch of the Doha 
Round of multilateral trade negotiations to supervise 
the overall conduct of negotiations under the author- 
ity of the General Council. It oversees the work of 
subcommittees that negotiate on individual subjects. 
The political organs are aided in their work by the 
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Table 52. WTO ministerial conferences Table 5.3 GATTIWTO directors-general 
Yer ay Name Time in fice Country of origin 
1996 Singapore ErcWynchamWhte 1948-68 UK 

1998 Goon over Long 1968-80 Switzerland 

1999 Seattle Arthur Dune! 1980-93 Switzerland 

2001 Doha PeterSutherand = «1998-5 

2003 Cancin RenatoRuggero «1995-9 EC 

2005 Hong Kong Mite Moore 1999-2002 New Zealand 
2009 Geneva ‘Supachai Panitchpakdi = 2002-5 Thailand 

2011 Geneva Pascal Lamy 2005-13 EC 

2013 Bali Roberto Azevedé: 2013-present Brazil 

as Net Source: WTO (hitps//wwnewtoonglengish/thewto_e/dg_e/dg_ehtm). 
Sace WTO (wrmwaorlengtinewto sins sinit_ebtm) 











WTO's Director-General, with the support of a small 
Secretariat of 639 staff in 2015 (WTO 2015¢). 

Unlike other international economic institutions, 
the WTO works on a one-country /one-vote basis. In 
keeping with the consensus practice inherited from 
the GATT, a decision is adopted when no member ac- 
tively disagrees. In other words, there is no need for 
all 160-plus WTO members to agree that a decision 
shall be taken. It suffices if no member vetoes the de- 
cision. Although decision-making by consensus puts 
all members on equal footing in procedural terms, a 
country's influence in WTO politics is generally de- 
termined not only by the size of its market, but also 
by the quality of its representation in Geneva. Two 
simple statistics indicate that although the WTO is 
based on democratic procedural principles, not every 
member is automatically empowered to have their 
trade concerns heard. First, there are significant vari- 
ations in the size of members’ permanent represen- 
tations in Geneva. While big trading nations such as 
the US, the EU and China have separate, well staffed 
WTO missions in addition to their UN missions and 
diplomatic representations to Switzerland, the LDCs" 
missions had 4.1 staff members on average in 2008, 
with many of them simultaneously representing their 
country in all international organizations in Geneva 
as well as taking on consular functions (DiCaprio and 














‘Trommer, 2010). With scarce human resources, rep- 
resenting one country’s interest in a large number of 
WTO councils, committees, working groups, and ne- 
gotiations can be an impossible task. 

Second, Table 5.3 shows Directors-General of the 
GATT/WTO since 1947 by country of origin. It in- 
dicates that the overwhelming majority of Directors- 
General have come from a small cohort of developed 
country members. 

The WTO is a ‘memberdriven’ organization, 
meaning that the members and not the Secretariat are 
mainly responsible for setting the agenda and carry- 
ing out the functions of the organization (Blackhurst 
1998). The WTO's role is to provide for a transparent 
and predictable system of international trade. Three 
elements are essential to this, namely (1) making inter- 
national trade rules, (2) providing a forum for dialogue 
on international trade issues, and (3) adjudicating 
trade disputes among members. 

In regard to its rule-making function, in a dynamic 
world economy, members periodically find the set 
of existing rules in need of reform. This may be the 
case when new issues gain pertinence that were not 
previously considered at the WTO, such as the in- 
creasing attention paid to the intersection of trade 
rules and environmental problems today. Members 
may also consider existing rules and concessions to 





be unsatisfactory. Many low- and middle-income 
countries continue to fight for market access in agri- 
culture, for example, while trade policy communities 
in advanced countries have become concerned with 
the lack of rules in e-commerce. The WTO agree- 
ments and domestic law pertaining to international 
trade flows constitute the hard core of rules. These 
rules can be renegotiated in WTO negotiations under 
the basic negotiating principles carried over from the 
GATT, that is to say: consensus, single undertaking, 
and reciprocity. The single undertaking in principle 
excludes the possibility that new rules will apply in 
certain areas before the entire set of rules being ne- 
gotiated across all areas has been agreed. As explored 
later in this chapter, this principle has gradually 
eroded during the Doha Round, particularly over the 
last two WTO ministerial conferences, and its statusis 
currently unclear. 

‘The second function of the WTO is to provide a 
forum for dialogue on international trade issues. 
This does not only occur through regular exchanges 
among country officials in Geneva. The Trade Policy 
Review Mechanism is also an important tool through 
which the WTO fulfils this function. The frequency by 
which a member's domestic trade policy regime is re- 
viewed depends on its share of world trade. The main 
purpose of a review is information dissemination and 
transparency, but the reviews also help to evaluate 
whether members are in full compliance with their 
obligations under the WTO Agreements 

Third, the efficacy with which the WTO exercises 
its adjudication function makes the organization 
unique in the realm of international cooperation. 
Public international law is generally notorious for its 
lack of instruments to enforce legal obligations. Un- 
like ina domestic setting, where the judiciary relies on 
the executive's authority backed by its monopoly over 
legitimate violence to give effect to its decisions, there 
is no world government to assure that international 
legal provisions be adhered to. Ultimately, states in the 
international system need to police each other when it 
comes to the application of international law, and tra- 
ditionally have done so, where they chose to, through 
ruptures in diplomatic relations, economic sanctions, 
or war. The institutional shift from GATT to WTO 
changed the domain of public international law with 
respect to the enforceability of rules. The institutional 
change was as simple as it was dramatic in legal and 
political impact, and it is explored in greater detail in 
the section that follows. 
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Dispute settlement 


During the GATT years, legal procedures evolved 
whereby one contracting party could enter into con- 
sultations with another contracting party in cases 
where it believed that GATT obligations had been vio- 
lated. If the two parties could not put their differences 
aside in consultations, the dispute was adjudicated by 
aGATT Panel of international trade experts, Once the 
panel issued its findings in a panel report, this was sent 
to the membership for adoption, a formal procedure 
through which the report became legally binding, Be- 
cause decision-making by consensus effectively gives 
individual countries a power of veto, non-compliance 
with GATT reports became a problem from 1980 on- 
wards (Hudec et al. 1993). To flip the political logic, 
the WTO's DSU stipulates that a report is adopted 
unless the DSB decides by consensus not to adopt it. 
This negative or reverse consensus rule effectively re- 
quires that the member in whose favour the dispute 
has been decided agrees in the DSB not to adopt the 
report. Needless to say, reverse consensus decision- 
making in the DSB has made the adoption of dispute 
settlement reports quasi-automatic under the WTO's 
Dispute Settlement Mechanism (DSM) (Palmeter and 
Mavroidis 1999). 

‘To provide legal security, including the right to ap- 
peal, the DSU establishes a three-step process. The ini- 
tiation of a proceeding retains the dispute settlement 
practices of the GATT years. Thus, dispute settlement 
procedures begin when one member requests consul- 
tations with another member over an alleged violation 
of WTO law. Only members can bring disputes to the 
WTO. Although there is no direct possibility for pri- 
vate parties to make recourse to the DSM, non-state 
actors including, notably, businesses can and do lobby 
their governments to file a complaint in Geneva. To 
date, the majority of disputes have been settled in the 
consultation stage, indicating that dialogue and ne- 
gotiation remain crucial tools also within the WTO's 
dispute settlement function. Only if consultations 
have failed to produce a result within 60 days may the 
complaining member request the establishment of a 
panel and thus enter into a legal process of adjudica- 
tion. Panels are made up of three or five international 
trade experts and are established by the DSB ona case- 
by-case basis. Legal hearings are held in WTO head- 
quarters in Geneva, where both sides present their 
interpretation of WTO law and facts of the case, and 
other members who have a substantial interest in the 
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dispute may make third-party submissions. Once a 
panel has issued a report, usually within six months 
from the date of its composition, the members may 
submit an appeal on legal questions before the panel 
report is adopted in the DSB. Appeals are heard before 
three of the seven members of the Appellate Body, 
which isa standing body of international legal experts 
that is appointed by the DSB for a four-year term. In 
addition to giving parties a right to appeal panel re- 
ports, the Appellate Body has been created with the 
intention of bringing consistency, coherence, and sta- 
bility into the interpretation and application of WTO 
law, which is considered an important element of legal 
security in any legal system. 

The ability to appeal is all the more important as 
the DSU contains provisions that can give effect to po- 
tentially hurtful sanctions in case of a member's non- 
compliance. A member that has been found to violate 
WTO law by the DSB is expected to bring its domestic 
trade policy regime in line with its WTO obligations. 
If the member does not comply with the recommen- 
dations of a report, it must enter into negotiations 
with the complaining countries in order to agree on 
mutually acceptable compensations, usually in the 
form of trade concessions such as tariff reductions on 
a product of interest to the other side(s). According to 
Article 22 of the DSU, if these negotiations do not suc- 
ceed within 20 days, the complaining member ‘may 
request authorization from the DSB to suspend the 
application to the Member concerned of concessions 
or other obligations under the covered agreements’. In 
order to make retaliation effective, members are not 
confined to issuing measures in the economic sector 
in which the violation has occurred. A notable exam- 
ple of this occurred in the famous EC Hormones case 
taken by the US against the EU. The report required 
the EU to lift its import ban on hormone-treated beef 
products because, in the eyes of the Appellate Body, 
the EU had not conducted a scientific risk assessment 
of the health risks associated with the products before 
implementing the ban. When the EU failed to com- 
ply, the US was not obliged to withdraw preferences in 
the beef sector, but instead introduced a 100 per cent 
ad valorem duty on a variety of agricultural products 
(Sien 2007). 

Inits short history since 1995, the WTO's DSM has, 
been highly popular, as the dispute settlement statis- 
tics in Table 5.4 indicate. 

However, in times when the WTO fails to update 
the trade law rulebook, some observers worry that 
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(without retaliation requests) 
Standard DSU complaints 498 
Panel requests 356 
Standard panel reports adopted 164 
Standard Appellate Body reports adopted 100 
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the DSM will become overburdened. If the rules of 
international trade are out of syne with developments 
in the global economy, there is a perceived risk that 
members might increasingly use dispute settlement in 
order to fill normative gaps in the trade regime. The 
danger is that the DSB may exceed its remit and lose 
legitimacy in the eyes of the membership. This risk 
exists, according to Article 3.2 of the DSU ‘the DSB 
cannot add to or diminish the rights and obligations 
provided in the covered agreements’. In plain terms, 
this means that the DSB is prohibited from engaging 
in judicial lawmaking, as concessions and trade rules 
can only be made by members. 

Attempting to walk the fine line between WTO 
law and politics, dispute settlement organs sometimes 
issue longwinded statements that can raise ques- 
tions about how effectively the DSB can bite. In the 
‘Turkey-Textiles case, for example, the Appellate Body 
had to pronounce itself on the question, inter alia, 
of whether the customs union between the EC and 
Turkey fulfilled the conditions under which Article 
XXIV GATT permits members to enter into regional 
agreements. One requirement is that the members of 
a customs union liberalize ‘substantially all the trade" 
between them. The term does not establish a concrete 
threshold, and members’ interpretation of the provi- 
sion and corresponding practice vary considerably. 
Asked to pronounce itself on the condition in Turkey- 
Textiles, the Appellate Body stated that ‘itis clear ... 
that “substantially all the trade” is not the same as all 
the trade, and also that “substantially all the trade” is 
something considerably more than merely some of 
the trade’ (italics in original, paragraph 48). For those 
who had hoped that dispute settlement would bring 
some discipline into the ever-growing web of prefer- 
ential trade agreements (see Ravenhill, Chapter 6, in 


this volume), the statement was disappointing. Over- 
all, it illustrates the difficult balance that the Appel- 
late Body often has to strike in order to solve disputes 
among members, without being seen to restrict the 
rights or expand on the obligations that have been 
agreed in negotiations. At the end of the day, even the 
WTO's rules-based system depends on the members’ 
acceptance of the legitimacy of the DSM. Few are 
more acutely aware of the complex interplay of in- 
ternational politics and international law than WTO 
Appellate Body members. 

In this interplay, itis not always evident to members 
whether their issues are better addressed by way of 
dispute settlement or in the course of negotiations. 
‘The episode of the cotton case, presented in Box 5.3, 
isa case in point. 

The cotton case exposes another salient feature of 
the WTO DSM. Put simply, in WTO dispute settle- 
ment, size matters. As explained above, a proceed- 
ing normally starts when commercial interests of a 
member are at stake. At the same time, WTO dispute 
settlement is a highly technical exercise requiring 
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extensive and specialized legal expertise and experi- 
ence. In many low-income countries and LDCs, gov- 
‘ernment, and business are not organized to the degree 
where this kind of expertise is always readily available, 
nor may they dispose of the human and financial re- 
sources required to run a case in Geneva. To address 
this imbalance, a range of international lawyers do 
pro bono work for developing countries and LDCs and 
the Advisory Centre on WTO Law was created as an 
independent organization in Geneva in 2001 in order 
to provide legal capacity to these members. The size 
of a member, however, also matters at the implemen- 
ration stage of a ruling. International trade flows are 
highly asymmetrical among members, making some 
countries trade-dependent on others for whom their 
trade may not represent a big percentage of overall 
trade flows. For example, many African countries con- 
duct most of their trade with the EU. For the EU, even 
the African heavyweight Nigeria only accounts for 1.2 
percent of EU merchandise trade (DG Trade 2015). In 
this context, the possibility for members to compen- 
sate across WTO agreements can be a decisive factor 


The Cotton Case 


‘The domestic support measures that a number of WTO. 
‘members provide for their domestic producers, users and 
exporters of cotton are a long-standing issue in the global 
‘rade regime. While protecting domestic economic actors 
from variations in world market prices for cotton. the 
‘measures are perceived to reinforce these fluctuations and 
‘negatively impact on cotton producers abroad. The issue is 
particularly pressing given that cotton production provides the: 
livelihoods of hundreds of millions of small-scale and farily 
farmers across the developing world. WTO members have 
chosen to address the situation through different channels in 
‘the WTO. In 2002, the government of Brazil requested 
consultations with the US concerning its domestic support 
measures that Brazil deemed to constitute export subsidies for 
US cotton. in 2003, four African countries, Benin, Burkina Faso, 
‘Chad, and Mali—dubbed the ‘Cotton 4'—ralsed the issue with 
‘the WTO Director-General and in the Trade Negotiations 
Committee. Their Sectoral Initiative in Favour of Cotton led to 
‘the creation of a Cotton Sub-Committee in the Doha Round in 
Novernber 2004. At the WTO Ministerial Conference in Hong 
Kong in 2005, ministers agreed that all forms of export 
subsidies for cotton would be eliminated by developed 





‘countries in 2006, that developed countries would provide 
duty-free and quota-free access for cotton exports from 
LDC, and that trade-cistorting domestic support for cotton 
would be reduced. Ten years later the 2015 Nairobi Ministerial 
(Conference issued a decision that obliges members to 
‘tonsider the possibilities’ of improving market access for 
cotton. Whether the decision will translate into commercial 
value is questionable, given the vague language and members’ 
Inability to find consensus on the future of the Doha Round 
(Giscussed later in this chapter). Meanwhile, the panel decided 
‘the US-Upland Cotton case in favour of Brazil's complaint in 
72004, which was confirmed by the Appellate Body in 2008. in 
12008, the DSB authorized Brazil to retaliate by withdrawing 
concessions across a wide range of economic sectors, given the 
failure by the US to comply with the cotton ruling. In order to 
resolve the case, Brazil and the US announced the conclusion 
of a Framework for a Mutually Agreed Solution to the Catton 
Dispute to the DSB in 2010. in 2014, the US and Brazil settled 
‘the dispute by agreeing that the US pay Brazilan cotton 
producers US$300 milion in compensation. In return, Brazil 
agreed to refrain from taking any further trade measures 
against the US. In the current scenario, this does litle to 
address the plight of small-scale cotton farmers in other 
developing countries. 
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in enabling a small, trade-dependent nation to retali- 
ate against a trade giant. This was markedly demon- 
strated in the US-Gambling case that pitched the US 
against the tiny island state of Antigua and Barbuda 
In this case, the Appellate Body sided with Antigua 
and Barbuda in arguing that certain US laws restrict- 
ing the cross-border provisioning of online gambling 
services violated the market access commitments 
that the US had made under the GATS. When the US 
failed to comply with the DSB report, it was clear that 
retaliation in the services sectors was prone to eco- 
nomically hurt Antigua and Barbuda more than the 
US. In January 2013, the DSB thus authorized Antigua 
and Barbuda to suspend a number of concessions and 
obligations to the US under TRIPs instead. Although 
compensations were not made effective until ten years 
after the establishment of a panel on US-Gambling in 
2003, the case demonstrates that the DSM can work 
for small members also. At the same time, like the 
EC-Hormones case, US-Gambling shows that although 
the DSM has teeth, ultimately there is no way to force 
a country to change its trade regime. In both cases, 
retaliation continues to date. Some countries have the 
ability to afford non-compliance, particularly in politi- 
cally sensitive cases. 

Despite these considerations, the DSM is popular 
among members and most members comply with 
most rulings most of the time. The effectiveness of its 
DSM has made the WTO attractive across the board 
of trade and trade-related interests. It has also been 
one important factor in its at times troubled relation- 
ship with civil society and trade critics. To this we turn 
in the next section. 


KEY POINTS 


+ The WTO isan international economic institution that 
combines elements of procedural equality and factual 
politcal asymmetry among members 

+ Its main functions are making international trade rules, 
providing a forum for dialogue on trade issues for 
countries, and adjudicating international trade disputes 
among its members. 

+ The WTO Dispute Settlement Mechanism is unique 
in international law and highly effective in assuring 
compliance with WTO obligations. Because econorric 
power and legal expertise matter: not all countries have 
equal access to dispute settlement. 





The WTO and civil society 


‘The introduction of new issues in the Uruguay Round 
and the new enforceability of trade rules have contrib- 
uted to increasing civil society interest in the global 
trade regime. A number of early WTO dispute settle- 
‘ment cases, such as US-Gasoline and US-Shrimp Tur- 
tle signalled to environmental groups that decisions 
taken in Geneva could impact on the regulatory victo- 
ries they had registered at home. In both cases, WTO 
members successfully challenged domestic measures 
taken in the interest of environmental protection, 
namely certain aspects of the US Clean Air Act (in US- 
Gasoline) and an import prohibition on shrimp fished 
with nets that did not feature turtle excluder devices 
(in US-Shrimp Turtle). The DSB confirmed that mem- 
bers have the right, under GATT Article XX, to as- 
sure air quality or protect certain species. However, it 
found that the member—in both cases the US—could 
have implemented the environmental measures in a 
less trade restrictive manner, a condition also foreseen 
in Article XX. Neither domestic regulation was thus 
in line with its WTO obligations and needed to be 
amended. One bone of contention in the trade and 
environment debate today is the question of where 
the right balance between enabling trade flows and 
enabling environmental protection and preservation 
lies, and which governmental or international body is 
best placed to make the decision. 

‘The unprecedented extension of international trade 
rules into domestic legal and regulatory systems, as a 
result of the Uruguay Round and the establishment 
of the DSM, attracted criticism from a broad range 
of civil society groups. In addition to their concerns 
about the impact of WTO agreements on domestic 
policy regimes, these groups were critical of the lack 
of transparency in trade policymaking, of the privi- 
leged access that governments afforded to business 
interests in trade policy matters, and of their inabil- 
ity to participate directly in WTO negotiations (Ca- 
pling and Low 2010). The lowest point to date in the 
relationship between the WTO and civil society was 
reached during the 1999 Ministerial Conference held 
in Seattle. Negotiations collapsed over agricultural 
subsidies, competition, investment, and the dismay of 
many developing countries about long-standing insti- 
tutional practices that effectively excluded them from 
the negotiating room. Meanwhile, in the streets of Se- 
attle at least 40,000 protesters assembled and periodi- 
cally clashed with armed police in a brawl that became 


known as the Battle of Seattle. Similarly outspoken, if 
less violent, protests that critiqued the WTO as being 
anti-democratic and biased in favour of the interests 
of rich nations and corporations were registered 
across the world at every ministerial conference held 
in the first decade of the twenty-first century. 

Since the events of Seattle, efforts have been made 
to increase the WTO's transparency and engagement 
with civil society. Although the stillborn ITO fore- 
saw extensive mechanisms of engaging with societal 
stakeholders, the WTO Guidelines for Arrangements on 
Relations with Non-Governmental Organizations do not 
go as far. While welcoming increased transparency 
and dialogue, the General Council notes in this docu- 
ment that it is not possible to involve NGOs directly 
in the WTO's work and that the appropriate level for 
taking public interest into account in trade policymak- 
ing is the domestic level (WTO, 1996). Nonetheless, 
NGOs can become accredited to attend plenary ses- 
sions at WTO Ministerial Conferences and can co- 
operate with the Secretariat to arrange issue-specific 
symposia, The WTO Secretariat has also established 
a dedicated NGO unit in its External Relations Divi- 
sion which is responsible for maintaining contact with 
the NGO community and channelling information 
flows between the WTO and civil society. Since 2001, 
the WTO opens its doors annually during a three-day 
Public Forum event where representatives from civil 
society, academia, business, the media, governments, 
parliamentarians, and intergovernmental organiza- 
tions present their views on the multilateral trade 
regime. In the WTO's adjudicating branch, the Appel- 
late Body held in US-Shrimp Turtle that it is permis- 
sible for dispute settlement organs to use unsolicited 
NGO submissions as amicus curiae briefs. 

While it is common in many countries for business 
representatives to lobby their governments on WTO 
matters, civil society has also provided impetus on a 
number of initiatives at the WTO. The first reports 
on the hardship that cotton farmers in Central and 
‘West Africa endure as a result of fluctuating world 
market prices, and that ultimately culminated in the 
Cotton Initiative, for example, came from the NGO 
community (Trommer 2014). The debate around 
trade and public health produced another pertinent 
‘example of a political process at the WTO where civil 
society organizations influenced the course of events 
at key junctures. As the HIV/AIDS epidemic ravaged 
sub-Saharan Africa, a controversy arose in the multi- 
lateral trade regime around flexibilities on patenting 
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rules in the TRIPs Agreement. Members such as the 
EU and the US were initially keen to actively defend 
the protection of intellectual property rights attained 
in the Uruguay Round. NGOs such as Médecins sans 
Frontiéres, Oxfam, and Treatment Action Campaign 
ran public relations campaigns across the world and 
lobbied heavily to support the developing countries’ 
position that provisions in TRIPs enabling the use of 
generic drugs to combat national health epidemics 
should not be undermined. By building and maintain- 
ing a successful coalition around TRIPs flexibilities in 
the WTO, developing countries attained the adoption 
of the Doha Declaration on the TRIPs Agreement and 
Public Health at the Ministerial Conference in Doha 
(Abbott 2002). The declaration created a presumption 
that WTO members would be able to exercise their 
rights to procure generic medicines, and more impor- 
tant, that other members (particularly the US) would 
be unlikely to take dispute settlement actions against 
members that exercised those rights. 

The episode is instructive because it shows that 
business and civil society organizations often use simi- 
lar strategies and tools to get trade policymakers on 
their side (Sell and Prakash 2004), In the lead-up to 
the TRIPs Agreement, the business community suc- 
cessfully managed to sell policymakers the idea that 
patent protection, free trade and investment would be 
cornerstones of development across the global econ- 
omy. In the lead-up to the Doha Declaration on TRIPs 
and Public Health, transnational NGOs managed to 
frame the HIV/AIDS crisis as a problem of excessive 
intellectual property protection that made HIV/AIDS 
medication unaffordable. In each case, agenda-setting, 
coalition-building, and normative framing were key 
components of a successful trade campaign. 

Nonetheless, these cases remain the exception 
rather than the rule. Commentators of the evolving 
relationship between the WTO and civil society are 
divided along two broad lines. Some hold that the nat- 
ural constituency of a trade organization is economic 
interests, including business, workers, and consumer 
representatives and they see more far-reaching soci- 
etal engagement with a critical eye. Others argue that 
as the trade agenda expands to cover behind-the-bor- 
der measures that aim at protecting the environment 
and society more broadly, excluding these interests 
from trade governance makes the WTO illegitimate, 
“The question of the appropriate level and form of civil 
society input also remains unresolved, Under the cur- 
rent ad hoc modes of engagement, some worry that 
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the type of civil society representation that effectively 
reaches trade policy circles reproduces existing bi- 
ases in favour of well-resourced political actors from 
wealthy countries (Chimni 2006), and crowds out al- 
ternative voices from the debate (Hannah 2014). More 
recently, trade critics have turned their attention to 
regional trade agreements, which often include con- 
troversial subjects that are not negotiated at the WTO. 


KEY POINTS 


‘+The expansion of the trade agenda and the introduction 
of binding dispute settlement procedures drew the 
attention of broader societal interests to the global trade 
regime. 

+ WTO initiatives to promote transparency and accessibility 
have improved the relationship between civil socety and 
the WTO. 

‘+ As trade negotiations have moved to new forums with 
the rise of preferential trade agreements civil socety 
‘mobilization on trade issues is less centred on the WTO 
‘today 





The Doha Round 


With the adoption of the Doha Ministerial Declara- 
tion on 14 November 2001, members launched the 
WTO's first round of multilateral trade negotiations. 
‘The road to Doha was rocky and contained the seeds 
of many political problems that have plagued the 
round. From the outset, there were significant divi- 
sions between the major players in the WTO in terms 
of their negotiating interests and priorities. The EU 
wanted a new Round to include four new issues in 
the negotiating agenda, namely competition policy, 
investment, trade facilitation and government pro- 
curement—the so-called Singapore Issues. The US, 
which was lukewarm on the Singapore Issues, pro- 
posed reductions in trade barriers in industrial goods 
and raised the controversial issue of trade sanctions 
to protect domestic policies related to labour and the 
environment. For their part, developing countries re- 
jected the inclusion of the Singapore Issues outright 
and argued that before any new negotiation could 
begin, further efforts should be made to redress the 
inequities resulting from the Uruguay Round results, 
notably in the areas of agriculture, textiles, and TRIPs. 


Following the collapse of the Seattle meeting, 
which had been intended to launch a new Millen- 
nium Round in 1999, officials worked at the technical 
level to bridge gaps between WTO members. The EU 
and the US stepped back from their most contentious 
demands on investment and competition policy, and 
labour rights and the environment, respectively. By 
September 2001, the parties had achieved a single ne- 
gotiating text, which is an essential precursor for the 
launch of a new round. By this time, it was clear that 
the major issues were those of particular importance 
to the developing countries, mainly relating to agri- 
culture. When the 9/11 attacks struck in New York 
and Washington in the same month, a sense that the 
international community needed to stand as one gave 
political momentum to the Doha Ministerial Confer- 
ence in November 2001. Having resolved the TRIPs/ 
public health issue, ministers set out an ambitious 
work programme in the Doha Declaration covering, 
inter alia, agriculture, implementation issues, intel- 
lectual property, services, Singapore Issue, and trade 
and environment. As the focus of the negotiation was 
development, the agenda became known as the Doha 
Development Agenda (DDA). The DDA was sched- 
uled to conclude on 1 January 2005. 

‘The first ministerial meeting of the Doha Round 
took place in Canciin, Mexico, in September 2003. 
At the Ministerial Conference, it became clear that 
the old negotiating paradigm of the GATT, whereby 
a deal was struck once the US, the EU, Canada, and 
Japan were in agreement, could not be brought for- 
ward into the WTO. Spearheaded by Brazil, China, 
India, and South Africa, a group of developing coun- 
tries formed a new coalition, known as the G20. The 
G20 demanded increased access to developed coun- 
try markets for their agricultural products, an end to 
agricultural export subsidies, and the elimination of 
domestic support measures that act as export subsi- 
dics. The Canciin negotiations broke down over the 
Singapore Issues and agriculture, and the WTO mem- 
bers were unable to reach consensus on a Ministerial 
Declaration. 

Following that setback, in 2004 WTO members 
adopted a new approach (the so-called July Package) 
which singled out the subjects of agriculture subsidies 
and tariffs, non-agricultural market access (mainly, 
industrial tariff), and, to a lesser degree trade in ser- 
vices, for priority attention in the negotiations. Addi- 
tionally, members agreed to drop all Singapore Issues 
except trade facilitation from the negotiating agenda, 


reaffirmed the importance of a sectoral negotiation on 
cotton, and agreed to pursue the matter in the nego- 
tiations on agriculture. Negotiations slowed in 2005, 
asthe key stand-ofis crystalized around agriculture, in- 
dustrial tariffs, and services. With the EU unwilling to 
make substantial reductions on agricultural tariffs and 
the US unprepared to offer significant concessions on 
agricultural subsidies, developing countries were not 
willing to offer concessions in services or manufac- 
tured goods. By 2007, a profound malaise enveloped 
the Doha Round. 

In July 2008, ministers from around 30 key members 
met in Geneva in a ‘mini-Ministerial’ to attempt to re- 
solve the key blockages in the round. While progress 
‘was made on agricultural subsidies and industrial tar- 
iffs, the negotiations imploded over the Special Safe- 
guard Mechanism (SSM) in agriculture, an issue that 
had attracted little attention until that point. The 2004 
July Package had envisaged a mechanism that would 
enable developing countries to protect themselves 
from import surges or a collapse in import prices in 
foodstuffs. In 2005 the G33 coalition of developing 
country members had proposed a SSM methodology 
that would allow developing countries under certain 
conditions to increase duties on farm imports in ex- 
cess of pre-Doha tariff ceilings. In a dramatic meeting 
of key WTO members (Australia, Brazil, China, the 
EU, Japan, India, and the US) on 29 July 2008, US de- 
mands for predictable market access for farm products 
clashed with the concerns of import-sensitive China 
and India and led to a collapse of negotiations. 

After the failed mini-Ministerial meeting, the in- 
tensity of negotiations declined substantially and 
ministers did not negotiate DDA matters at the 2009 
Ministerial Conference in Geneva. Not even the threat 
of resurgent protectionism in the wake of the Global 
Financial Crisis in 2008-9 was sufficient to prod lead- 
cers into bridging their differences for the sake of lock- 
ing in much of the unilateral liberalization that had 
occurred in the preceding decade. In 2011 ministers 
formally declared that the Doha Round was at an im- 
passe. Views diverged on whether the DDA was dead 
and should be buried, or whether the round had none- 
theless brought about a number of notable decisions 
and needed to be concluded. 

Disagreement also arose on whether the inability 
to conclude a round signalled that the WTO itself 
was in crisis. The 2011 Geneva Ministerial Confer- 
ence directed members to explore new negotiating 
approaches. Over the course of the next two years, 
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various initiatives lead to a negotiating outcome that 
few had thought possible, namely the adoption of 
the Bali Package at the 2013 Ministerial Conference 
in Bali. The Bali Package included a new Trade Facili- 
tation Agreement (TFA), a decision on LDCs, and a 
decision on agriculture. In order to reduce the cost of 
trading, the TFA obliges members to speed up their 
customs procedures and underlines the need for tech- 
nical assistance for the poorest countries to implement 
the necessary reforms. The TFA will enter into force 
once two-thirds of the membership have ratified it 
(at the time of writing, one-third of WTO members 
had ratified it). The Bali Ministerial also witnessed the 
disintegration of the G33 developing country group, 
with India remaining in an isolated position demand- 
ing that the SSM issue needed to be permanently re- 
solved before the Bali Package could be closed. The 
year 2014 saw a dramatic stand-off between the US 
and India over the Bali ‘peace clause’, which stated 
that no country would be barred from food security 
programmes even if it breached the support limits 
specified in the WTO Agreement on Agriculture. 
While India’s issue was resolved in this instance, the 
episode demonstrated that members’ trust of Doha 
process had long eroded. 

‘The 2015 Ministerial Conference in Nairobi may 
well prove to be another watershed moment for the 
multilateral trade system. In terms of trade rules, 
members reached a historical agreement on the elimi- 
nation of export subsidies in agriculture. They also 
reached decisions on SSM, Public Stockholding for 
Food Security Purposes, Cotton and LDCs. A group 
of members also reached a plurilateral deal on infor- 
mation technology. The devil for the DDA however 
lies in the detail of the Nairobi Ministerial Declaration. 
‘The text notes that ‘many members reaffirm the Doha 
mandate’, while others have ‘different views on how 
to address negotiations’. This effectively means that 
there is no longer a consensus among WTO members 
onthe Doha Mandate. The next months and years will 
show how the organization can proceed in a situation 
where its traditionally powerful members, the US, the 
EU, Japan, and to a lesser degree Australia, insist that 
it is time to move on from the round, while its newly 
powerful members, led by India and China, insist the 
main concerns underlying the Doha Mandate must be 
addressed. 

Some of the problems that have plagued the DDA. 
are intrinsic to the round itself including the high level 
of sensitivity of issues on the table (e.g. agricultural 
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protectionism in rich and poor countries alike) and 
the vague and contested nature of its development 
agenda. WTO institutional features have also been 
blamed. The consensus principle—which effectively 
gives any member a veto—can be cumbersome and 
it can promote a lowest common denominator ap- 
proach to decision-making. The obligation of Single 
Undertaking has made some countries resistant to the 
inclusion of new issues in the WTO agenda. A sig- 
nificant outcome of the Nairobi meeting is a return 
to plurilateral negotiations among subsets of WTO 
members. For developed countries, this will reintro- 
duce a more flexible and supple approach to deal-mak- 
ing where smaller groups can advance their common 
interests within the WTO. However, many develop- 
ing countries fear that this will reduce their power to 
shape deals within the WTO. 

Since the launch of the Doha Round, the global 
economy has also changed dramatically. The con- 
temporary global economic environment is increas- 
ingly characterized by economic crisis in ‘the West’ 
and the rise of ‘the rest’. Emerging markets have re- 
shaped trade patterns across the globe. In 2013 China 
replaced the US as the world’s largest trading nation. 
Long gone are the days when the US and the EU could 
shape the contours of a deal and when developing 
countries were not expected to make ‘concessions’ in 
negotiations. Smaller developing countries and LDCs 
have continuously built negotiating capacity and have 
started to use coalition-building as an effective negoti- 
ating strategy. 

Finally, the Doha Round has also exposed the diffi- 
cult relationship between trade and development pol- 
icy, In the Doha Declaration, the objectives specified 
byall signatories clearly identified the main concern to 
be the betterment of developing and least developed 
countries. This was expressed in statements of belief 
that trade could play a major role in economic devel- 
opment and the alleviation of poverty and in state- 
ments of action, such as the intent to place the needs 
of the developing countries at the heart of the Doha 
Work Programme. This shift has politicized negotia- 
tions, because ithas brought controversies over the ap- 
propriate trade and development policy mix into the 
WTO's negotiating arena. 

Over recent years, disagreement has arisen in trade 
policy circles on whether the inability to conclude a 
round signals that the WTO itself is in crisis. On the 
one hand, the WTO's rule-making function appears 
dysfunctional from the perspective of most members. 


On the other hand, the WTO DSM remains popular 
and cannot easily be replaced by preferential trade 
deals, not least because these agreements lack the 
institutional support required for effective dispute 
settlement that the WTO Secretariat provides in 
the multilateral system. Over the second half of the 
course of the DDA it further became apparent that 
the US and the EU have abandoned multilateralism as 
their international policy preference and have shifted 
their rule-making activity to the bilateral realm. Many 
other members have since followed suit (see Raven- 
hill, Chapter 6, in this volume). Itis safe to say that the 
future of the WTO is currently uncertain. In the final 
section, we discuss present challenges to the multilat- 
eral trade system. 


KEY POINTS 


+ Disagreement over market access for agricultural goods, 
manufactures, and services has been at the heart of 
deadlock in the Doha Round negotiations. 

+ The rise of large and fast-growing economies has 
transformed the negotiating dynamics in the global trade 
regime. The US and the EU no longer exercise unrivalled 
dominance in mutilateral trade negotiations. 

‘+ The emphasis on development issues exposed profound 
iflerences in members’ understandings of the trade and 
development nexus. 

‘+ The greatest immediate challenge for the WTO is the 
potential demise ofits negotiation function, 





Challenges to the multilateral trade 
system 


The Doha Round has focused on traditional trade is- 
sues, namely agriculture and industrial tariffs. While 
these are important issues, many contemporary issues 
that feature prominently in the global trading system 
in the twenty-first century, such as services and invest- 
‘ment, are effectively missing from the WTO agenda. As 
a result, governments are resorting to alternative ways 
of pursuing their trade agendas, most notably through 
preferential trade agreements. This presents a signifi- 
cant challenge to the ongoing relevance of the WTO 
and, particularly, its rule-making function. In this final 
section, we briefly canvas the major challenges to the 
multilateral trade system and proposals for reform. 


‘The nature of international trade is dramatically 
changing (see Thun, Chapter 7, in this volume). 
‘The phenomenon of Factory Asia is the exemplar of 
twenty-first century trade, based on the unbundling 
and spatial dispersion of production and made pos- 
sible by abundant and accessible energy across the 
global economy, trade liberalization and the infor- 
mation communications technological revolution. 
Much of contemporary international commerce is 
conducted through regional supply chains, and it 
involves not just trade in goods but also investment 
and services (from communication and logistics, via 
trade finance, to outsourcing of essential business 
services). Richard Baldwin (2011) characterizes this 
as the ‘trade-investment-services’ nexus that requires 
twenty-first century trade rules including increased 
levels of intellectual property protection; investment 
assurances including rights of establishment and the 
right for investors to sue governments; assurances on 
capital flows (foreign direct investment and profit re- 
patriation); the movement of people (technical and 
professional); and the provision of high-quality in- 
frastructure. As Baldwin says, ‘the bargain in a 21st 
century regional trade agreement is “foreign factories 
in exchange for domestic reforms” not “exchange of 
market access” as was the case for 20th century RTAs’. 
Critics reject these policy recommendations as the 
now infamous Washington Consensus under a new 
guise and insist that a balanced global economy will 
require trade rules that allow all countries to move be- 
yond their comparative advantages, rather than lock- 
ing in existing asymmetries (Ismail 2012). 

So far, the demand for new rules to support the 
unbundling of production, the information and com- 
munications technology (ICT) revolution, and the in- 
tertwining of trade, investment, and services is being 
met by regional trade agreements, not by multilateral 
agreements negotiated in the WTO. The emergence 
of twenty-first century regionalism entails a num- 
ber of potential risks, including the erosion of global 
trade rules and the return toa fragmented, pre-Second 
World War system of trade governance dominated by 
the great powers. 

As governments and trade policy communities dis- 
engage with the WTO in favour of more exclusive 
forms of trade cooperation, there is a diminished un- 
derstanding and appreciation of the role of the WTO 
in providing a rules-based system (Capling and Low 
2010). This is problematic in that many twenty-first 
century trade challenges cannot be solved through 
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unilateral action or regional trade agreements. For ex- 
ample, in relation to climate change the development 
of a WTO code on the use of border adjustments on 
imports from countries that are not using carbon miti- 
gation schemes may be essential to avoiding protec- 
tionism and future trade conflicts. The protection of 
common pool resources such as ocean fisheries and 
solutions to emerging problems such as the use of ex- 
port restraints on food, energy, and minerals can only 
be effectively dealt with through a global organization 
like the WTO. 

One way to revive the WTO's rule-making function. 
could be through the adoption of more flexible ap- 
proaches to decision-making that would allow groups 
of members to move agendas forward inside the 
WTO through the use of plurilateral or ‘critical mass’ 
agreements. This approach is not new with the Tokyo 
Round codes and the WTO agreements on basic tel- 
communications, financial services, and information 
technology being examples of plurilateral agreements 
on rules and market access respectively. Provided that 
the obligations of plurilateral agreements fall only on 
the parties to the agreement, with the benefits being 
extended to all WTO members on an MEN basis, this 
approach to decision-making may be the best way 
forward for the WTO (Warwick Commission 2007). 
‘There is a concern, particularly among some devel- 
oping countries, that a plurilateral approach would 
lessen the possibilities for trade-offs within the WTO, 
which could make it harder for them to secure wins 
in difficult areas such as agriculture. However, in the 
absence of new ways forward in the WTO, groups of 
countries will continue to pursue their agendas out- 
side of the WTO, primarily through RTAs which have 
no benefits for non-members. And pressing global 
trade problems, which require global solutions, will 
remain unaddressed. 


Conclusion 


The start of the Doha negotiation was a reaffirma- 
tion of the evolution the world trade regime has taken 
since the middle of the twentieth century. The focus 
of the regime has been to create rules whereby coun- 
tries can exchange goods and services with a mini- 
mum of interference from national governments, and 
the means to accomplish that task has been to reach 
agreements through international negotiation. Such 
agreements are an important form of regulation, 


137 


138 


‘Ann Capling and Silke Trommer 


‘or system management, in the international econ- 
omy. Today, the regulation of trade is carried out as 
much through the negotiation of trade agreements, 
as through the actions of domestic agencies and the 
purpose has been to replace inward-looking national 
regulation with a broader conception of international 
rules. There is a need to keep an open transparent and 
non-discriminatory trade system because the alterna- 
tives—witnessed in the interwar period in the twenti- 
eth century—were so damaging to the interests of all 
countries. 

The GATT, and now the WTO, are central features 
of the international trade system. Through negotia- 
tions in these institutions, analogous to lawmaking 
in domestic parliaments, countries have been able to 
establish a rules-based regime for regulating interna- 
tional trade. The negotiation process is critically im- 
portant to the success of the WTO, but it is a fickle 
and sometimes fragile process. When it is successful, 
the rules of the regime are advanced, and all coun- 
tries can be said to benefit from the greater stability 
and predictability that comes from a regime based on 
rules rather than on the play of power politics. But 
the negotiation process is not always successful, and 
just as an absence of consensus occasionally paraly- 
ses the legislative agenda in domestic parliaments, 
the absence of consensus also stops the WTO from 
dealing with problems that many members think 
need to be addressed. If there isa major difference be- 
tween domestic parliaments and the WTO, it is that 
an impasse in the former rarely calls into question 





the survival of the institution, whereas when an im- 
passe occurs in the WTO, there is always the fear that 
the organization will be eclipsed, and that countries 
will use other means, including unilateral actions, to 
resolve the problems they face in the international 
trade system. 

Asit looks to the future, the greatest challenge fac~ 
ing the WTO will be to incorporate countries at vary- 
ing levels of development fully into one multilateral 
organization and particularly to do this as countries 
graduate from ‘developing’ to more fully ‘developed’ 
status. Included in the Preamble to the Marrakesh 
Agreement that established the WTO is a statement 
expressing the need that developing countries should 
“secure a share in the growth in international trade 
commensurate with the needs of their economic de- 
velopment’. The Doha Round can be seen as a politi- 
cal wake-up call that the developing countries will use 
their negotiating power to realize their aspirations 
in the Doha negotiation and beyond. However, the 
outcome of the Nairobi meeting has altered that dy- 
namic, with a return toa more piecemeal and focused 
approach to deal-making. This will reintroduce a level 
flexibility in multilateral negotiations not seen since 
the Tokyo Round, but the risk is that developing coun- 
tries will lose some of their power to extract conces- 
sions and shape deals. 

Since the 1950s, the GATT and WTO have endured 
despite many challenges, but the task of implement- 
ing global and inclusive trade regime continues to be 
the most imposing test of all. 


‘What are the basic components of the international trade regime? Give examples. 


‘What was the effect of the US RTAA of 19347 


f 
2 

3. What does non-discrimination mean in international trade and how it put into effect by the rules of the GATT? 
4. Does international trade liberalization depend on the leadership of a hegemonic power? Discuss with reference to 


(Great Britain and the US. 


How does the WTO differ from the GATT? 


‘What was the role ofthe developing countries in the Uruguay Round negotiation? Why wasit historically significant? 
‘What were the challenges encountered in negoti 


iting rules for trade in services in the Uruguay Round negotiation? 


‘What is the WTO DSU? Why ist necessary! What are some of the difficulties with its operations? 
‘What were the challenges for the WTO in conducting the Doha Round? 
‘What are the major challenges facing the multilateral trade system and how could they be addressed? 
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Reader's guide 

The number of regional trade agreements has grown rapidly since the World Trade Organization 
(WTO) came into existence in 1995. Roughly one-half of world trade is now conducted within 
these preferential trade arrangements, the most significant exception to the WTO's principle of non- 
discrimination. Governments have entered regional economic agreements motivated by a variety of 
political and economic considerations. They may prefer trade liberalization on a regional rather than 
a global basis for several reasons. This chapter reviews the political economy of regionalism: why re- 
gional trade agreements are established, which actors are likely to support regional rather than global 
trade liberalization, the effects that regionalism has had on the trade and welfare of members and 
non-members, and the relationship between liberalization at the regional and global levels. 
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Introduction 


When the Japanese Prime Minister, Junichiro Koi- 
zumi, and his Singaporean counterpart, Goh Chok 
Tong, signed a bilateral trade agreement in January 
2002, Japan departed from the rapidly depleting ranks 
of WTO members that were not parties to a discrimi- 
natory trade arrangement. By the end of March 2016, 
of the WTO's 162 members only four, the Democratic 
Republic of the Congo, Djibouti, Mauritania, and 
Mongolia, were not parties to one or more regional 
trade agreements (RTAs) (for a complete listing of 
RTAs by country, see htrps://www.wto.org/english/ 
tratop_e/region_e/rta_participation_map_e-htm). In 
the 20 years since the foundation of the WTO, mem- 
bers notified the organization of more than 400 new 
RTAs, more than twice the number notified to the 
General Agreement on Tariffs and Trade (GATT) 
in the period 1948-94. By 2016, the WTO and its pre- 
decessor had been notified of more than 400 regional 
agreements that were still in force (https://www.wto. 
org/english/tratop_e/region_e/region_ehtm —_ac- 
cessed May 2016). Later in this chapter we examine the 
reasons behind this ‘rush to regionalism’. First, we look 
at the different forms of regional trade cooperation. 


Forms of regional trade cooperation 


For most of the post-war period, the concept of re- 
gional economic integration was usually associated 
with an arrangement between three or more geo- 
graphically contiguous states. The European Union 
(EU) is the best known of such agreements, but con- 
sider also East African Cooperation (Kenya, Tanzania, 
and Uganda), and the Andean Community of Nations 
(Bolivia, Colombia, Ecuador, and Peru). In recent 
years, however, a large number of preferential trade 
agreements (PTAs) have been signed that involve only 
two parties (for example, China-Hong Kong), and 
sometimes these bilateral agreements link parties that 
are not geographically contiguous (for example, Korea 
and Chile). Because non-global agreements re subject 
to the scrutiny of the WTO's Committee on Regional 
‘Trade Agreements, however, they are also frequently 
labelled ‘regional’. Whether such terminology is ap- 
propriate is questionable (some commentators sug- 
gest that since many of the recent agreements are 
not ‘regional’ in the conventional geographical sense 
and do not free all trade between the parties, they are 
better termed ‘preferential’ rather than ‘regional’ or 


‘free’ trade agreements). But it is not just the termi- 
nology thatis problematic: the arguments of the large 
body of theoretical work on regional integration, 
which was developed with groupings involving mul- 
tiple members from the same geographical region in 
mind, may not be applicable to arrangements that in- 
volve only two parties or those that involve states that 
are not geographical neighbours. 

Table 6.1 demonstrates the complexity of the cur- 
rent configuration of ‘regional’ arrangements—es- 
sentially all strategies for trade liberalization that fall 
between unilateral action at the one extreme and 
negotiations at the global level in the WTO at the 
other. Bilateral agreements can occur either between 
neighbours or between countries that are far removed 
from one another. Regionalism, as conventionally 
understood, is a minilateral rather than a bilateral re- 
lationship, that is, one that involves more than two 
countries, on a geographically concentrated basis, 
for example, the North American Free Trade Area 
(NAFTA) or the Association of Southeast Asian Na- 
tions (ASEAN) Free Trade Area (AFTA) (Table 6.4 at 
the end of the chapter, lists the principal minilateral re- 
gional trade groupings). In recent years, however, two 
other forms of minilateral groupings have emerged 
among members that are geographically dispersed. 
‘Trans-regional groupings link individual countries lo- 
cated in different parts of the world. Good examples 
are the Trans-Pacific Partnership, signed in February 
2016, whose membership comprises 12 countries from 
the Americas, Asia, and Oceania (Lim, Elms, and Low, 
2012), and the Transatlantic Trade and Investment 
Partnership (which links the US and the EU), under 
negotiation at the time of writing in 2016. These are 
sometimes referred to as “Mega-FTAs’. Many of the 
recently negotiated bilateral RTAs, for instance, US 
Jordan, Singapore-New Zealand, link countries from 
different geographical areas. Meanwhile, Interregional 
arrangements join two established minilateral eco- 
nomic arrangements, as between the EU and MER- 
COSUR (Argentina, Brazil, Paraguay, and Uruguay), 
and ASEAN and the Australia-New Zealand Closer 
Economic Relations Trade Agreement (ANZCERTA). 
‘More than 25 trans-regional and interregional agree- 
‘ments are currently operational. 

(One of the few issues on which writers on regional- 
ism agree is that there isno such thing asa ‘natural’ re- 
gion. Regions are social constructions whose members 
choose how to define their boundaries. Consider, for 
instance, the EU: in its successive incarnations—Euro- 
pean Economic Community, European Community, 
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Table 6.1. Example of the geographical scope of trade liberalization strategies 
Unitaeral Bilateral Miilateral Global 
Geographically Geographically Geographically Geographically dispersed 

concentrated dispersed concentrated 
Bilateral within Bilateral trans- Regionalism Trans- Inter 
region regional regionalism regionalism 
Trade Australia Smgapore-USA NAFTA Trans-Pacfic  EU-MERCOSUR —GATT/ 
lberalzationin New Zealand Partnership. © ANZCERTA--— WTO. 
Latin Ameria. SE CER" Trade Transatlantic AFTA 
Asia, Australia, and Agreement Trade and 
NZin 1980sand (ANZCERTA) Investment 
19905 Partnership 
* CER = Closer Economic Relators 
Source Apts ro Agarval (2001: 238) 








and, now, the European Union—its membership has 
risen from its six founders to the current total of 28 
(but this number will be reduced if “Brexit’ proceeds). 
And debates over EU membership for Turkey show 
that no consensus exists on either geographic or cul- 
tural criteria that could be used to distinguish the “Eu- 
ropean’ from the ‘non-European’. 

Regional trade agreements are one example of re- 
<gionalism, which is a formal process of intergovern- 
mental collaboration between two or more states. It 
should be distinguished from regionalization, which 
refers to the growth of economic interdependence 
within a given geographical area. RTAs are the most 
important exception that the WTO permits to the 
principle that countries should not discriminate in 
their treatment of other members. Parties to regional 
arrangements are obliged to notify the WTO of the 
details of their agreements; the Committee on Re- 
gional Trade Agreements has responsibility for en- 
suring that the agreements comply with the WTO's 
provisions (for agreements only involving developing 
‘economies, the responsibility lies with the Committee 
on Trade and Development). 

‘The growth in the number of preferential arrange- 
ments has led to a marked increase in the share of 
global trade conducted within RTAs, now accounting 
for roughly one-half of world trade, but note that only 
a relatively small percentage of total trade conducted 
between partners in regional economic agreements 
actually benefits from treatment better than that 


offered to non-members—the most-favoured nation 
tariff may be zero; moreover, companies may decide 
not to do the paperwork required to gain the prefer- 
ential access these agreements afford (see discussion 
later in this chapter). 

‘Three sets of rules in the WTO permit the creation 
of RTAs: 


+ Article xxiv of the GATT lays down conditions 
for the establishment and operation of free trade 
agreements and customs unions covering trade in 
goods. 

+ The Enabling Clause, formally the 1979 Decision 
on Differential and More Favourable Treatment, 
Reciprocity and Fuller Participation of Developing 
Countries, permits regional agreements among 
developing countries on trade in goods. 

+ Article v of the General Agreement on Trade in 
Services (GATS) establishes conditions that permit 
liberalization of trade in services among regional 
partners. 


Atthe start of 2016, 244 of the RTAsin force were under 
Article xxiv, 139 were under GATS Article v (the most 
rapidly growing category of agreement), and 41 were 
under the Enabling Clause (calculated from hrtp:// 
rtais.wto.org/UI/ PublicMaintainRTAHome.aspx). 
RTAs take various forms that range, in scope of co- 
operation, from free trade areas to economic unions 


(Box 6.1). 
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A Hierarchy of Regional Economic 
Arrangements 


Regional integration arrangements are usually categorized asa 
tierarchy that runs from free trade areas through customs: 
‘unions and common markets to economic unions. The 
terminology of "hierarchy is used because each level 
incorporates all the provisions of the lower level of integration. 
‘Abiierarchy does not imply that particular regional 
arrangements will necessarily progress from a lower to a higher 
level of integration, Nor is it the case that regional partnerships 
inevitably begin at the lowest level and then move to ‘deeper’ 
integration: some arrangements, for instance, have been 
established as customs unions. 

A free trade area exists when countries remove tariffs and non- 
tariff barriers (NTBs) to the free movement of goods and 
services between them. Governments, meanwhile, are free to 
‘choose how they treat goods and services imported from non- 
rregional-partner states. Membership in one free trade area 
therefore does not prevent a country from establishing or 
joining other free trade areas: Mexico, for example, isa party to 
agreements with more than 30 countries. Because free trace 
areas impose relatively few constraints on national decision- 
‘making autonomy, they are the easiest ofthe regional 
arrangements to negotiate. More than 90 per cent of regional 
partnerships take the form of free trade areas. Examples include 


NAFTA, the Japan—Singapore Economic Partnership Agreement, 
and the Baltic Free Trade Area 


‘Acustoms union goes beyond the removal of barriers to trade 
Within the region to adopt a common set of policies towards 
imports from countries outside the region. This includes 
agreement on a common level of tariffs (often referred to asa 
‘common external tariff’) on all extra-regional imports. Such 
agreements inevitably cost governments autonomy in their 





foreign economic policies (joint institutions are usually 
required to negotiate and administer the common external 
trade pobcies). They will aso have distributive effects, 
depending on the level at which the common external tariff is 
set for various tems. Consequently, customs unions are usually 
‘more difficult to negotiate than are free trade areas. The 
‘relatively small number of customs unions includes the Andean 
‘Community, Caribbean Community and Common Market 
(CARICOM), Common Market of the South (MERCOSUR, 
comprising Argentina, Brazil, Paraguay, and Uruguay), and the 
Southern African Customs Union. Many have experienced 
<ficlties in negotiating a common external tariff. Even in the 
EL, individual states maintained different tariffs on some 
products for more than 30 years after its formation. 
MERCOSURS negotiation of a common external tariff took 15 
years longer than anticipated, it applied to only three-quarters 
of total products, and even then was not accepted by two of its 
associate members, Bolivia and Peru. 


‘A.common market includes a customs union and also allows 
for free movement of labour and capital within the regional 
partnership. Such free flows of factors of production 
inevitably require governments to collaborate in additional 
policy areas to ensure comparable treatment in all countries 
within the common market. Historically, few governments 
have been wiling to accept the loss of policymaking autonomy 
that occurs in a common market. The controversies that have 
arisen from the free flow of labour in the European Union 
ilustrate the challenges posed by the deep integration 
produced by a common market. The Andean Community, 
CARICOM, the COMESA (Common Market for Eastern and 
‘Southern Africa) grouping, and MERCOSUR have committed 
themselves to work for the establishment of a common 
market but tis too early to judge whether their aspirations 
willbe realized. 








Why regionalism? 


Economists assert that an economy's welfare can be 
maximized, other than in exceptional circumstances, 
if governments lower trade barriers on a non-dis- 
criminatory basis (either through unilateral action 
or through negotiations at the global level that ad- 
here to the WTO's principle of non-discrimination). 
Regional trade agreements, on the other hand, can 
reduce global welfare by distorting the allocation of 
resources, and may even lead to welfare losses for their 
members (see Box 6.2). Moreover, from the political 


scientist's perspective, it is usually more efficient to 
negotiate a single agreement with a large number of 
states than to undertake a series of negotiations with 
individual states or with small groupings (because it 
both economizes on the resources needed for negotia- 
tions and increases the opportunities for trade-offs in 
reaching a package deal). 

Why, then, has regionalism not only been attrac- 
tive to governments throughout the post-war period 
but has apparently become increasingly so in the last. 
two decades? Governments usually have multiple 
motives in entering an arrangement as complex as 
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The Costs and Benefits of Preferential 
Trade Agreements: Trade Diversion 
and Trade Creation 


Jacob Viner (1950) was the fist author to present a systematic 
assessment of the economic costs and benefits of regional 
‘economic integration, and to demonstrate, contrary to the then 
‘conventional wisdom, that 3 selective removal of tariffs might 
not be welfare enhancing. He argued that increased trade 
between parties to a regional arrangement can occur through 
‘two mechanisms. Trade creation occurs when imports from a 
regional partner displace goods that have been produced 
domestically at higher cost, goods that can no longer compete 
‘once the tariffs on imports from the regional partner are 
removed. Trade diversion occurs when imports from a regional 
partner displace those that origiated outside the regional 
arrangement, the displacement occurring because the extra- 
‘regional imports are no longer price competitive when the 
‘tariffs on trade within the region are removed. Consider, for 
instance, a hypothetical example of what might happen with the 
implementation of the North American Free Trade Agreement. 
(see Table 62). Lets assume that Indonesia was the lowest-cost 
source of imported cotton Tshirts for the United States. Before 
the implementation of NAFTA, when all countries faced the 
same level of tariffs on their exports to the US market its 
‘Tshirts were preferred to the higher-cost production of 
Mexican firms. Assume that the tariff on Tshirts was 10 per 
cent, the cost of manufacturing and delivering an Indonesian 
‘Tshirt to the US was $5 while that for a Mexican Tshirt was 
'$540, Adding the 10 per cent tariff to the costs of 
‘manufacturing and delivery the price paid by the importer 
before NAFTA would be $5.50 for an Indonesian shirt and 
$5.94 fora Mexican shirt 


Table 62. The potential for trade diversion after the removal of tariffs on intra-regional trade ($) 


Following the implementation of NAFTA, however the tariff on 
imported Tshirts from Mexico is removed. For the importer, 
the Mexican Tshirt is now the least expensive ($5.40) because it 
{sno longer subject to tariffs, while the Indonesian product will 
stil face 2 10 per cent tariff and still costs the importer $5.50. 
‘Assuring that the importer chooses the lowest-cost product, 
imports will be switched after the regional scheme goes into 
effect from the lowest-cost producer (Indonesia) to Mexico, a 
‘relatively expensive producer, which now benefits from zero 
taniffsin the US market. 


‘Several consequences follow from this trade diversion, The 
‘consumer in the USA may gain because the cost to the 
importer of purchasing a Tshirt falls from $5.50 to $5.40 
(although the producer/wholesalerfretaler may be able to 
‘capture some or all ofthis gain). The US government, however, 
loses the tariff revenue (50 cents for each imported Tshirt) that 
it previously derived from taxing Indonesian Tshirt imports (the 
‘new imports from Mexico not being subject toa tariff). For the 
US economy as a whole, therefore, the potential gain to 
consumers is significantly exceeded by the oss of tariff revenue 
(which is of course, a form of taxation income for the 
government). Considered again from the perspective of the US 
‘economy, real resources are wasted because more money is 
being spent than would be the case if free trade prevailed with 
both Indonesia and Mexico ($5.40 compared with $5.00 for 
‘each imported Tshirt) And, unless exceptional circumstances 
intervene, the Indonesian economy will also suffer a welfare loss 
because of the dedine in export revenue it experiences (and 
‘with the loss of the US market, t may also have to lower the 
rice of ts Tshirt exports to compete in other markets). 


If trade diversion outweighs trade creation. then the net effect 
‘of a regional scheme on its members’ welfare can be negative. 








Cost of Tariff cost Cost to importer Tariffpost- Cost to importer 
production pre-NAFTA —_pre-NAFTA NAFTA post-NAFTA 

Indonesia 5.00 (050 (10%) 550 050(10%) 550 

Mexico 540 054 (10%) 594 Zero 540 














a regional partnership: it would be naive to expect 
to find a single factor that explains governments’ 
actions across all regional agreements. The combi- 
nation of reasons why governments enter regional 
economic agreements includes political as well as 
economic factors. 


Political motivations for entering 
regional trade agreements 
Economic cooperation and confidence building 


Regionalism frequently involves the use of economic 
means forpolitical ends: the improvement of interstate 
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relations and/or the enhancement of security within 
a region. In international relationships that have a his- 
tory of conflict or where no tradition of partnership 
exists, cooperation on economic matters can be a core 
element in a process of confidence building. 

‘The origins of post-war European economic inte- 
gration provide an excellent example. The European 
Coal and Steel Community (ECSC), created by the 
1951 Treaty of Paris, was the first of the institutions of 
what eventually was to evolve into the EU. The ECSC, 
founded by France, West Germany, Italy, Belgium, 
the Netherlands, and Luxembourg, pooled the coal 
and steel resources (perceived as critical to any mili- 
tary capacity) of its members by providing a unified 
market for these commodities; it also created a unified 
labour market in this sector. The underlying objective 
‘was to manage the rebuilding of Germany's economy 
after the Second World War and to integrate it with 
those of its neighbours, thereby helping to restore 
confidence amongst countries whose conflicts had 
embroiled the world in two major wars. 

Ina similar fashion, the Association of Southeast 
Asian Nations was founded in 1967 to promote eco- 
nomic cooperation in an attempt to build confidence 
and avoid conflict in a region that was the site of 
armed strugglesin the Cold War era. Two of its found- 
ing members, Indonesia and Malaysia, had engaged in 
armed conflict in the period 1963-6 as the Indonesian 
government of President Sukarno attempted to desta- 
bilize the newly independent Malaysia. Over the years, 
ASEAN membership expanded and the organization 
successfully used cooperation on economic matters 
to overcome deep-seated interstate rivalries and sus- 
picions. In 1999, one of the visions of ASEAN’s found- 
ers was realized when its membership was expanded 
to include all ten of the countries of South East Asia 
(including Vietnam and Cambodia that had in the 
previous quarter of a century been at war with other 
ASEAN states and with one another). 

In some instances, regional economic integration 
has been stimulated by a desire to enhance the security 
of regional partners against threats emanating from 
outside the membership of the regional arrangement. 
‘The Southern African Development Coordination 
Conference (SADCC), for instance, was founded in 
1980 in an attempt to reduce members’ dependence 
on South Africa during the apartheid era. 


Regionalism as a reward for security partners 


‘The negotiation of a regional trade agreement has 
been used by large powers, most notably the United 


States, to reward its security parmers. Since the first 
RTA that the US negotiated, with Israel in 1985, Wash- 
ington has used these arrangements to reinforce some 
of its key strategic partnerships. After the terrorist at- 
tacks of 11 September 2001, the Bush administration 
initiated a series of RTA negotiations with countries 
that were viewed as of key strategic importance to 
the United States (Higgott 2004; Kelton 2008). These 
agreements were used to reward or shore up allies 
(eg. agreements with Jordan, Morocco, Bahrain, and 
Oman) or to promote existing security arrangements 
(e.g. Australia, Chile, and Singapore) (Aggarwal and 
Govella 2013). 


Regional economic cooperation and the ‘new 
security agenda’ 

Offers by industrialized countries in recent years to 
extend regional economic cooperation to their less de- 
veloped neighbours have frequently been encouraged 
by concerns about ‘non-traditional’ security threats 
emanating from less developed partners. Such threats 
include environmental damage, illegal migration, 
organized crime, drug smuggling, and international 
terrorism. Regional cooperation may help address 
these issues directly, for example, through NAFTA’s 
provisions on the environment, or, proponents hope, 
indirectly by promoting economic development and 
thereby ameliorating the conditions that were per- 
ceived as fostering the security threats. Concerns 
about new security threats played a part in European 
enthusiasm for new agreements with Mediterranean 
states, and in US interest in extending NAFTA to other 
‘Western Hemisphere countries. 


Regionalism as a bargaining tool 

Many of the regional economic agreements that de- 
veloping countries established in the 1950s through 
the 1970s were motivated by a desire to enhance their 
bargaining power with transnational corporations 
(TNCs) and with trading parmers. They were often 
inspired by the work of the UN's Economic Com- 
mission for Latin America, and its principal theorist, 
Raul Prebisch, whose ideas were subsequently taken 
up by writers from the dependency school. Prebisch 
(1963, 1970) had argued that regional integration was 
essential to provide a sufficiently large market to en- 
able the efficient local production of goods that had 
previously been imported. Moreover, a regional part- 
nership would enhance bargaining power with exter- 
nal actors if the partners negotiated with one voice. 
‘One approach, as in the Andean Pact (founded in 1969 


by Bolivia, Chile (which withdrew in 1976), Colombia, 
Ecuador, and Peru) was to adopt a system of region- 
wide industrial licensing. The intention was to pre- 
‘vent TNCs from gaining concessions by playing off 
governments of the region against one another, and 
to use the carrot of access to a larger regional market 
to extract concessions from potential investors. None 
of these efforts was long_lived: they usually foundered 
on the unwillingness of the more developed econo- 
mies in a region to give up, to the benefit of their less 
competitive neighbours, investments that they would 
probably otherwise have attracted. 

Less developed countries (LDCs) have also used 
regional partnerships as a way of gaining more aid 
from donor countries and organizations. Over the 
years, various governments and international or- 
ganizations have encouraged regional economic in- 
tegration among developing countries and have set 
aside some of their aid budgets to promote regional 
projects. The EU has been a particularly enthusiastic 
supporter of regionalism in other parts of the world, 
providing both financial assistance and technical sup- 
port for other regional schemes. 

‘A World Bank study (2000: 20) notes that by pool- 
ing their diplomatic resources in a regional arrange- 
ment, LDCs are sometimes able to achieve greater 
prominence in international relations and to negoti- 
ate agreements that would not be available if they had 
acted individually, and to ensure election of their rep- 
resentatives to key positions in international organiza- 
tions. The best example of successful pursuit of this 
strategy, the Bank suggests, is the Caribbean Commu- 
nity and Common Market (CARICOM). 

Bur it is not just developing countries that have 
perceived regional economic partnerships as a means 
of enhancing their bargaining power. The Japanese 
Ministry of Economy, Trade and Industry, for in- 
stance, in advocating participation in discriminatory 
regional arrangements, pointed to the possibility that 
by facilitating partnerships with like-minded countries 
they could increase Japan’s leverage within the WTO 
(METI 2000). The foundation of APEC (in 1989) was 
linked to perceptions that it could help to pressure the 
EU into trade concessions during GATT’s Uruguay 
Round of trade negotiations (Ravenhill 2001). And 
some authors have suggested that the negotiation of 
the Treaty of Rome, which established the European 
Economic Community in 1957, was at least in part 
motivated by European countries’ desires to increase 
their leverage against the United States in the upcom- 
ing GATT talks (Milward 1984, 1992). 


Regional Trade Agreements 


Regionalism as a mechanism for locking-in reforms 


Regional trade agreements can enhance the cred- 
ibility of domestic economic reforms and thereby 
increase the attractiveness of economies to potential 
foreign investors (Rodrik 1989). Such considerations 
have become more important in an increasingly inte- 
grated global economy where countries are compet- 
ing to stake their claims as preferred partners in global 
production networks (see Thun, Chapter 7 in this 
volume). 

Commitments made within a regional forum can 
be more attractive to potential investors than those 
made in global institutions for several reasons. Coun- 
tries’ compliance with their commitments is likely to 
be more closely scrutinized within a regional group- 
ing: the numbers of partners to be monitored is 
smaller than within the WTO with its 164 members, 
and any breaking of commitments is more likely to 
have a direct impact on regional partners and lead to 
swift retaliation, Some regional arrangements provide 
for regional institutions to monitor the implementa- 
tion of agreements as well as for dispute settlement 
mechanisms. Moreover, repeated interactions with 
a small number of partners within regional arrange- 
‘ments may make governments more concerned about 
their reputations (their credibility as collaborators) 
than they would be within more diffuse multilateral 
forums (Fernandez and Portes 1998). Regional ar- 
rangements may be particularly effective in enhanc- 
ing the credibility of commitments when LDCs enter 
partnerships with an industrialized country as, for in- 
stance, in Mexico's participation in NAFTA (Haggard 
1997). And the possibility that the policy coverage of 
the RTA may be more comprehensive than agree- 
ments at the global level—embracing, for instance, 
rules on competition policy and on the treatment of 
foreign investment—further enhances the potential 
of regional arrangements as a device for signalling to 
potential foreign investors the seriousness of a govern 
ment’s commitment to reform. 


Regionalism to satisfy domestic political 
constituencies 

Often, the choice of trade policies faced by govern- 
ments is not between liberalization at the global level 
and liberalization at the regional level, but between 
entering a regional agreement and undertaking uni- 
lateral liberalization. In contrast to a unilateral low- 
ering of tariffs, which is often politically difficult for 
governments because domestic groups believe that 
the government is giving something away (tariff 
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protection) and not receiving anything in return from 
other countries, a regional trade agreement provides 
a means for a government to ensure that it receives 
concessions (reciprocity) from its partners in return 
for those that it has offered. And, in so far asa regional 
agreement makes it easier politically for governments 
to undertake liberalization, and therefore enhances 
such activities, it may be beneficial not just to regional 
partners but to the wider international community. 


‘Protection for sale" 
Even though mainstream economic theory suggests 
that welfare gains will be maximized when trade 
liberalization occurs on a non-discriminatory basis, 
governments may, nonetheless, prefer a regional (dis- 
criminatory) trade agreement. This alternative is at- 
tractive for domestic political economy reasons. The 
classic explanation was provided by Grossman and 
Helpman (1995). In their model, governments’ poli- 
cies towards trade are driven primarily by their desire 
to be re-elected. Their prospects will depend on their 
capacity to attract voters and campaign contribu- 
tions. A country’s policy stance consequently will 
reflect the relative power of its various special inter- 
ests. The advantage of a regional trade agreements to 
governments is that they may be able to respond to 
protectionist pressures by excluding ‘politically sensi- 
tive’ non-competitive domestic sectors from the trade 
liberalization measures negotiated within a regional 
agreement, whereas such exclusion would be more 
difficult at the global level. Meanwhile, they will push 
for liberalization in those sectors where there are com- 
petitive domestic exporters. 

Ease of negotiating and implementing agreements 
‘The larger the number of states, the more likely it is 
that they will have a greater diversity of interests that 
will complicate negotiations. Moreover, the larger the 
number of members, the more difficult it is to moni- 
tor behaviour and to enforce sanctions in the event of 
non-compliance (Oye 1985; Keohane 1984). A regional 
agreement with a limited number of partners accord- 
ingly might be easier to negotiate and implement than 
one at the global level. This logic is particularly appli- 
cable to bilateral trade agreements. 

On the other hand, numerous cases exist of large 
numbers of governments successfully concluding in- 
ternational agreements (within the United Nations, 
for instance, on issues that range from arms control 
to the environment to human rights: see e.g. Osher- 
enko and Young 1993: 12). Kahler (1992) has argued 


persuasively that success in solving the numbers prob- 
lem depends upon institutional design (a problem 
that the WTO has yet to address effectively). Mecha- 
nisms for discussing issues and voting procedures can 
be adapted to counter the problems of numbers and 
diversity. A larger numbers of participants may bring 
potential for greater gains and more opportunities for 
trade-offs among the parties. 

In short, the international relations literature is in- 
conclusive on the relationship between the number 
of participants and the successful negotiation and 
implementation of agreements. There are plenty of 
instances where regional negotiations have failed to 
produce agreements or have taken a very long time 
to complete (for instance, a bilateral free trade agree- 
‘ment between Japan and Korea was first proposed in 
1998 but negotiations had not been successfully con- 
cluded by 2016). OF greater importance to shaping 
state action, however, are the perceptions that gov- 
ernments hold on this issue. And there is little doubt 
that many believe that regional agreements are easier 
to negotiate than those at the global level, given the 
numbers and diversity of WTO membership. The fail- 
ure to conclude the Doha Round 15 years after nego- 
tiations began reinforced these beliefs. 


Economic motivations for regionalism 


Here, we can distinguish between two possibilities: 
(a) where governments, for economic reasons, prefer 
a regional economic agreement to unilateral liberali- 
zation or to a non-discriminatory multilateral agree- 
ment; and (b) where they prefer a regional agreement 
to the status quo. 


Economic reasons for choosing regionalism over 
multilateralism 


Regionalism enables continued protection of ‘sectors 
that would not survive in global competition 

Even though mainstream economic theory suggests 
that welfare gains will be maximized when trade 
liberalization occurs on a non-discriminatory basis, 
governments may, nonetheless, prefer a regional (dis- 
criminatory) trade agreement. This alternative is at- 
tractive, for instance, when they believe that domestic 
producers will be successful in competition with re- 
gional partners and will benefit from the larger (pro- 
tected) market that a regional scheme creates, but that 
they would not survive a competition with producers 
located outside the region. 


Armore benign variant of this argument is that a re- 
form-minded government may seek to enter a regional 
agreement as a way to gradually expose inefficient do- 
mestic producers to international competition, with 
the expectation that competition from regional part- 
ners will generate reforms that will eventually enable 
the sector to be exposed to full international competi- 
tion, In this scenario, regionalism is a stepping-stone to 
broader liberalization. 


Regionalism provides opportunities for ‘deeper 
integration’ 

Regionalism may be more attractive than a multilat- 
eral treaty to pro-liberalization governments because 
it enables agreement on issues that would not be pos- 
sible in the WTO where membership is more diverse. 
Since the early 1990s, a number of governments, such 
as those of the United States, Singapore, Chile, and 
Australia, which have been seeking to raise the tempo 
of trade liberalization, have turned to regional agree- 
ments in an attempt to promote “WTO Plus’ deeper 
integration. This concept refers to cooperation that 
goes beyond the traditional liberalization menu of 
removing tariff barriers. It may include, for instance, 
agreements on the environment, on the treatment of 
foreign direct investment (FDI), on domestic com- 
petition (anti-trust) policies, on intellectual property 
rights, on regulatory standards, and on labour stand- 
ards—sometimes referred to as twenty_first-century 
trade issues (Baldwin 2011). The North American Free 
‘Trade Agreement was one of the first free trade agree- 
ments to incorporate provisions on many of these 
matters. As trade liberalization within the WTO re- 
duced the significance of border barriers so matters 
of ‘deeper integration’ have grown in importance as 
governments seek to establish a level playing field with 
their partners. The Trans-Pacific Partnership, a nego- 
tiation that began in 2010 among twelve Asian and Pa- 
cific countries, has concentrated on these issues. So, 
too, have the negotiations for the Transatlantic Trade 
and Investment Partnership between the EU and the 
US (Ville and Siles-Brugge 2016). 

A regional approach is more likely to facilitate 
reaching agreement on these politically sensitive is- 
sues if the partner states share certain characteristics, 
for example, similar levels of economic development. 
Regional agreements, especially bilateral free trade 
areas, may also enable more powerful states to bring 
their weight to bear more effectively on weaker par- 
ties, for whom the price of gaining security of access 
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to a larger market may be to accept undertakings on 
issues of “deeper integration’, such as their treatment 
of foreign investment, ete. (on this issue of unequal 
bargaining power in regional agreements, see Perroni 
and Whalley 1994; Helleiner 1996) 


Economic reasons for preferring regionalism to 
unilateralism or the status quo 


Larger markets and increased foreign investment 
Governments may not have the option of choosing 
between a regional agreement and an agreement at 
the global level: the latter may simply not be available 
at the time. The choice that governments then face 
is to stick with the status quo, to liberalize on a uni- 
lateral basis, or to seck a regional agreement. Besides 
the political advantages, noted earlier, that a regional 
agreement often has over unilateral action, economic 
advantages may also come into play. Coordinated 
liberalization on a regional basis broadens the geo- 
graphical scope of liberalization and may also enable 
a widening of the product coverage of the agreement, 
thereby increasing the potential economic gains. 
Compared with the status quo, a regional eco- 
nomic agreement can confer two principal economic 
benefits. First, it provides a larger ‘home’ market for 
domestic industries, possibly enabling them to pro- 
duce more efficiently because of economies of scale 
(see Box 6.3). How significant an advantage is gained 


Economies of Scale 


Inmodern manufacturing, which frequently depends on the 
Use of expensive machinery and on very large investments in 
research and development. large-scale production often enables 
firms to produce at a lower average cost per unit. These 
‘economes of scale can result not just from a more efficent use 
‘of machinery and of labour but alo because specialist managers 
and workers can be employed, savings can be made in 
borrowing on financial markets (Which generally charge higher 
rates of interest to smaller borrowers), raw materials can be 
purchased more cheaply when bought in buik, and advertising 
‘costs are spread across a higher volume of output 

Arrelated concept i economies of scope. These occur when 
firms can spread various costs (including, for instance, research 


(for instance, production of calculators and of LCD screens 
{for laptop computers). 











149 


150 


John Ravenhill 


from regionalism will depend on the number of part- 
ner economies and their relative size: a firm in a large 
economy is unlikely to make significant gains in econ- 
omies of scale if the regional partnership is with only 
a couple of much smaller economies. 

Second, regionalism can increase the attractive- 
ness of an economy to potential investors. Companies 
that previously supplied the separate national markets 
through exports from outside the region may now 
find that the unified regional market is of sufficient 
size to make local production (and hence foreign in- 
vestment into the region) attractive. Gains from FDI 
‘may be particularly significant when an LDC enters 
into a regional partnership with one or more indus- 
trialized economies. Companies may be able to take 
advantage of the relatively low-cost labour in the LDC 
to supply the whole of the regional market from fac- 
tories established there. A frequently cited example is 
the dramatic increase that occurred in FDI into Mex- 
ico following the signature of NAFTA in 1994, Inflows 
of FDI to Mexico, which averaged $8 billion per year 
in the period 1990-5, rose to $14 billion in 1997 and to 
$24 billion in 2001 (UNCTAD 2002: 304, annex table 
B.1), Some evidence also exists of similar effects else- 
where, for example, FDI inflows to ASEAN increased 
after it negotiated its free trade area (UNCTAD 2003: 


47, box ii.5). Here the focus is on the evolution of re- 
gional value chains (see Thun Chapter 7). 

A related strategy is for governments to attempt to 
position their economies as regional hubs. For a num- 
ber of activities, companies will wish to establish only 
one office ina geographical area (it might, forinstance, 
be a central office responsible for procurement, or for 
providing management services to all of the com- 
pany’s regional subsidiaries). One of the reasons why 
some governments appear to have chosen to negoti- 
ate multiple RTAs is that this strategy enhances the 
prospects for attracting companies’ ‘regional’ head- 
quarters as the economy becomes a ‘hub’ for multiple 
regional ‘spokes’. Singapore, an active proponent of 
RTAs, is a good example—it has a larger number of 
regional corporate headquarters than any other devel- 
oping economy. Regional hubs may also be attractive 
to subsidiaries of TNCs seeking to take advantage of 
the preferential access the RTAS provide to third-coun- 
try markets. For instance, US subsidiaries operating in 
Singapore enjoy duty-free access to the Japanese mar- 
ket for their production (subject to meeting the rules 
of origin in Singapore's economic partnership agree- 
ment with Japan—see Box 6.4), something not always 
available to them if they exported to Japan from their 
home base in the US. 





Rules of Origin 


‘Countries that enter into a free trade agreement inevitably are 
‘concerned that non-members should not exploit the benefits 
‘they provide to their partners In particular, they fear that 
because free trade areas (unlike customs unions) do not have a 
‘common extemal tarif, non-members will send goods into the 
free trade area through the country with the lowest tar, and 
‘then use the free trade provisions of the grouping to access 
other members! markets. Ths trade deflection wil lead to a loss 
Of tariff revenue for the economies with higher tariffs and 
possibly to greater competition for their domestic producers. 
‘Consider, for instance, the following hypothetical example. 
‘Assume that Mexico has a5 per cent tariff on cameras whereas 
(Canada and the United States both havea |2 per cent tan. if 
‘they were able to take advantage of the introduction of free 
trade under NAFTA, japanese camera manufacturers would 
‘export their cameras to Mexico and supply Canada and the 
United States from the Mexican imports, enjoying duty-free 
access to these markets. Bath the Canadian and US governments 
‘would lose tariff revenue that they would otherwise collect on 





imports of Japanese cameras. And japanese cameras (now 
subject to a lower NAFTA external tariff) would become more 
‘competitive than they otherwise would have been with cameras 
produced in Canada and the United States. To prevent free 
‘rade areas from causing trade deflection of this type. their 
‘members typically adopt what are called rules of origin. These 
are intended to ensure that goods will only benefit from the 
provsions of the free trade agreement f they can be considered 
‘to have ‘onignated, that is, to have been produced primarily in 
‘the partner country. Goods that are merely passing through the 
partner or, for instance, have been re-packaged as ‘Made in 
Mexico. wil nat qualify for duty-free access to other members’ 
markets Determining where a product has originated has 


Rules of origin typically take one or more of the following forms: 
(@) Avie added crterion This specifies that a particular 
percentage of the value of the export must have been 
generated within the partner country. For instance, to qualify as 
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local product for the purposes of NAFTA, 625 per cent of the 
\alue of an automobile must have been generated locally. 


(b) A change of tariff heading criterion. The World Customs 
‘Organization has developed a Harmonized System 
Nomenclature! of tariff heacings that classifies all products 
according to their degree of processing, ranging from raw 
‘materials through semi-processed products to finshed 
‘manufactures. Under this criterion, a good is considered to have 
been produced domestically if a change in tariff heading results 
from the local processing/manufacture. 


(©) A specific processing criterion. This stipuiates that particular 
stages in the production of the export must be undertaken 
locally. For instance, cloth may only be considered a local product 
if weaving has been conducted locally. 


(d) Aspectic components criterion. This establishes that 
particular parts of the finished good must have been 
‘manufactured locally for it to qualify for duty-free treatment. In 
NAFTA, colour television sets are considered to be local 
products only if their fat panel displays have been manufactured 
locally, Usually. rules of origin allow for ‘cumulation’ so that 
‘components sourced from partner countries are counted as if 
they have been produced domesticaly (so that. for instance, a 
colour TV manufactured in Mexico which contains a flat panel 
splay manufactured in the US would be classed as a local 
product for NAFTA rules of origin purposes). 


‘Asis evident from these examples, rules of origin are usually 
product-specific and can be very complex. Specification of the 





rules of origin often constitutes the bulk of the agreements that 
establish free trade areas Those for NAFTA. for instance, runto 
‘lose to 200 pages of small print. They require detailed, complex 
negotiations. The complexity of rules of ongin is often viewed as, 
2 barrier to developing economies’ particpation in international 
‘trade, especally when they have to cope with multiple sets of 
rules that govern trade with different partners. 


‘The negotiation of rules of origin, moreover, whose product- 
specific provisions often appear to be arbitrary, offers an 
‘opportunity for domestic interests to attempt to seek 
protection against the effects of regional trade liberalization. 
‘Setting a high value-added criterion may make it impossible for 
‘val producers in partner countries to qualify for duty-free 
‘access to the domestic market. And the requirement that a 
specific component be produced locally may increase the 
<dscrimination against non-members and exclude them from the 
enlarged regional market. For instance, Schiff and Winters (2003: 
20) cite the example of tomato ketchup, Under the 1988 
(Canada-US Free Trade Agreement (CUSFTA/CUSTA), ketchup 
produced from imported tomato paste qualified asa local 
product and received duty-free treatment. When the CUSFTA 
\was comerted into NAFTA, however, the new rules of origin 
stated that ketchup would be considered a local product only if 
it contained tomato paste manufactured within NAFTA, The 
result was trade diversion from Chile to Mexico: whereas Chile 
accounted for more than 80 per cent of US imports of tomato 
paste before NAFTA, after the introduction of the NAFTA rules 
of origin Chile's share dropped to 5 per cent whereas that of 
Mexico rose to 75 per cent. 








The political economy of regionalism 


Private sector interests 


Itis straightforward, for instance, to suggest that when 
companies face high tariffs in markets where their 
competitors’ products enter duty free because of the 
existence of free trade arrangements, they will lobby 
their governments to obtain similar arrangements. But 
other than for these ‘defensive’ reasons, when might 
companies support the establishment of a regional 
free trade area rather than prefer either continued pro- 
tectionism or non-discriminatory liberalization? 

To address this question requires a starting point 
that is far removed from the assumptions of trade 
theory as developed in neoclassical economics (which 
assumes constant returns to scale and immobile fac- 
tors of production, thatis, unit costs of production are 


the same regardless of the size of the production run, 
and factors of production—capital, for example—will 
not move across national boundaries). In particular, 
it rests on the possibility that companies will be able 
to produce more efficiently for a regional rather than 
a domestic market because they are able to capture 
economies of scale, on the increasing mobility of cap- 
ital, and on observations regarding the geographical 
distribution of subsidiaries of TNCs. 

‘The economies-ofscale argument assumes that 
regional integration is able to provide firms with the 
minimum market size required for them to capture 
scale economies, whereas the domestic market alone 
is too small for this to happen. But why would firms 
not prefer multilateral liberalization so as to gain ac- 
cess to even larger global markets? The reason is that 
a regional agreement will provide an opportunity to 
retain tariff and other barriers against competitors 
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from outside the region. The logic is that of strategic 
trade theory, one component of which asserts that it 
is possible for governments to provide an advantage to 
their domestic companies if they offer a protected do- 
‘mestic market that enables them to realize economies 
of scale (Krugman 1990; for an application of the ar- 
gument to the regional level, see Milner 1997b; Chase 
2003, 2005). 

‘The other departure from conventional trade the- 
ory rests on an acknowledgement that contemporary 
manufacturing often involves conducting various 
stages of production in different geographical loca- 
tions to take advantage of local characteristics such 
as relatively low-cost labour or a concentration of 
product- or industry-specific skills. From the 1980s 
onwards, United States and European firms, facing 
intense competition in their domestic market from 
imports from East Asia, increasingly sourced compo- 
nents from relatively low labour-cost economies (see 
the discussion in Thun, Chapter 7 in this volume). The 
establishment of regional free trade areas facilitates 
this corporate strategy (and, here, it is appropriate to 
remember the North-South architecture of many of 
the new regional arrangements of the 1990s, for ex- 
ample, trade agreements between the EU and Eastern 
European and Mediterranean countries, NAFTA, and 
the Caribbean Basin Initiative). Moreover, the rules of 
origin, in NAFTA for instance, that allow components 
sourced from US companies to be counted towards 
requirements that goods must meet if they are to be 
deemed to have been manufactured in Mexico, serve 
as a protectionist device that provides further advan- 
tage to US-based corporations (for further discussion, 
see Cox 2000). 

Even though TNCs disperse their activities to capi- 
talize on local characteristics, their production and 
sales are frequently concentrated within one geo- 
graphical region. This geographical concentration 
of activities is likely to cause many TNCs to put their 
efforts into lobbying for regional trading agreements 
rather than for liberalization at the global level, be- 
cause their principal interest is in removing barriers 
to trade between those countries in which their own 
manufacturing plants and those of principal suppliers 
are located. This concentration on the regional level 
is encouraged by the better prospects there, com- 
pared with the global level, of pursuing the “deeper 
integration’ that TNCs need for efficient integration 
of their production networks—for example, agree- 
ments on the treatment that foreign investment will 


receive, protection of intellectual property rights, and 
facilitation of the movement of skilled workers and 
management. 

Economies of scale and regionalization of produc- 
tion may both incline companies towards lobbying 
for RTAs but their impact on the attitudes of labour 
is likely to be more ambiguous. On the one hand, 
the possibility of gaining larger market share, longer 
production runs, and higher profits through the re- 
alization of economies of scale offers the prospect to 
labour of additional employment, higher wages, etc. 
On the other, the opportunity that the negotiation of 
a free trade area provides companies to regionalize 
their production will be likely to worry labour unions 
in relatively high-wage countries that will fear that 
labour-intensive stages of production will be moved 
to those parts of the region with lower labour costs. 
It was not surprising, therefore, that companies with 
regionalized production networks lobbied in favour 
of NAFTA, whereas labour unions (together with 
‘American firms that produced solely within the US for 
the domestic market) expressed their concern that the 
agreement would generate, in the words of H. Ross 
Perot, a “giant sucking sound’ as US jobs were lost to 
Mexico (Chase 2003). 


‘KEY POINTS 


‘+ Governments often enter RTAs for political reasons. These 
inchide: enhancing security; improving their international 
bargaining positions: signaling to potential investors the 
seriousness of their commitment to reforms; to satisfy 
‘domestic constituencies’ demands for ‘reciprocity’ and 
because they perceive regional agreements are easier to 
negotiate than thse within the WTO. 

+ Economic motivations for regionalism include access 
toa larger ‘domestic’ market: possibilities for attracting 
‘additional FDI: the possibilty of engaging in ‘deeper 
integration’: and the opportunity afforded to continue 
to protect politically sensitive. globally uncompetitive 
industries. 





The rush to regionalism 


‘The rush to regionalism that began in the mid 1990s 
is the second major wave of RTAs since the Second 
World War: the first occurred in the early 1960s, largely 
in response to the 1957 establishment of the European 
Economic Community (regionalism, however, has a 


much longer history, dating back several centuries: 
the previous peak in regional activity occurred in 
the inter-war period, when industrialized countries 
responded to the Great Depression by attempting to 
form closed trading blocs with LDCs, in the case of 
European countries, with their colonies). 

Many of the agreements negotiated in the 1960s 
linked LDCs together. In Africa, the growth of re- 
gionalism followed former European colonies gaining 
their independence in the late 1950s and early 1960s. 
As in South America, the other continent where re- 
gionalism took off in this period, the principal objec- 
tives of the regional agreements were to promote local 
import-substitution industrialization (ISI), and to 
enhance the bargaining power of participants vis-a-vis 
external actors (in Asia, few regional economic part- 
nerships, with the exception of ASEAN, emerged, not 
least because of the Cold War conflicts that divided 
countries in this part of the world). In marked contrast 
with the most recent wave of regionalism, the agree- 
ments among LDCs in the 1960s aimed to restrict im- 
ports from outside the region (in other words, they 
deliberately sought trade diversion—see Box 6.2—and 
to control foreign investors). 

‘The landscape of interstate relations in South 
America and particularly in Africa soon became lit- 
tered with the debris of failed regional arrangements. 
One reason was that few of the parties to regional ar- 
rangements were significant economic partners for 
one another. This was especially the case in Africa 
where the economies had been shaped in the colonial 
era to produce primary commodity exports for the Eu- 
ropean market, The share of intra-regional trade (that 
is, trade with regional partners) in countries’ overall 
trade was often less than 5 per cent. A consequence 
‘was that liberalization of trade on a regional basis in 
itself brought the participants few immediate benefits. 

Moreover, liberalization of trade within a region 
often exacerbated existing inequalities among the 
partner states, Where companies had a choice of a sin- 
gle country location to serve the unified, protected, 
regional market, they usually preferred the city where 
infrastructure was most developed. Industries there- 
fore tended to cluster around ‘growth poles’ and 
shunned the poorer-resourced towns and cities in the 
least developed parts of the region. The less developed 
economies within a regional parmership frequently 
found that they faced significant costs from trade di- 
version as imports from outside the region were re- 
placed by relatively high-cost production from their 
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partner states. They also lost tariff revenue, on which 
many less developed economies depended heavily as 
a source of government funding (the loss occurring 
both because of the removal of intra-regional tariffs 
and from the diversion of imports from outside the 
region to goods sourced from regional partners). 

Some regional arrangements (including ASEAN 
and the Andean Pact) in their early years attempted 
to address the problems caused by this unbalanced 
growth by pursuing a policy of industrial licens- 
ing: the location of new industrial plants would be 
agreed by governments and allocated across different 
parts of the region to ensure that the less developed 
gained a share of the benefits from integration, But 
such an approach was politically unpopular with the 
governments of the more developed partners. They 
perceived the losses in investment forgone and the 
generally negative responses from foreign partners 
as exceeding any gains they made from collaboration 
with their less developed regional partners. 

Arguments about the distribution of benefits 
from regionalism led to the collapse of many of the 
schemes established in the 1960s, and to a heightening 
of tensions between regional partners. Contrary to 
the idea that regionalism might improve interstate se- 
curity, disputes over the distribution of benefits from 
regional partnerships contributed in some instances to 
the onset of armed conflicts between former regional 
partners, for example, the ‘soccer war’ between for- 
mer Central American Common Market members 
Honduras and El Salvador in 1969, and hostilities 
between former East African Community members 
Uganda and Tanzania in 1979. 


New patterns in regional trade 
agreements 


‘The failure of many RTAs among LDCs in the 1970s 
(Figure 6.1 shows how few schemes from the 1960s 
and 1970s are still in force today) occurred at a time 
when there was a considerable degree of pessimism 
about the prospects for the European Community. 
‘There, integration had proceeded more slowly than 
many had anticipated, and progress had been punctu- 
ated by increasingly acrimonious disputes among the 
member governments. By the middle of the 1970s, 
when worldwide economic conditions were more 
turbulent than at any time since 1945 because of the 
Organization of the Petroleum Exporting Coun- 
tries (OPEC)-induced oil price rises and subsequent 
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Figure 6.1 Regional trade agreements notified to the GATT/WTO, 1948-2016 
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recession, regional integration no longer appeared to 
be a viable solution to the problems of interdepend- 
ence that governments faced. To political leaders and 
academics alike, regional integration seemed increas- 
ingly obsolescent—the terminology the intellectual 
father of European integration studies, Ernst B. Haas 
(1975), applied at the time to theories of integration. 
‘Two factors were to change the global context to 
make it far more favourable to regionalism in the 
1990s. The first was the end of the Cold War. Regional 
economic agreements, like other aspects of interna- 
tional economic relations, are, in Aggarwal’s (1985) 
terminology, ‘nested’ within the overall security con- 
text, A dramatic change in the security environment 
opened up new possibilities for partnerships among 
countries that had previously been on opposite sides 
of the Cold War divide. In Europe, the disintegration 
of the former Soviet Union and the 1991 break-up of 
the Council of Mutual Economic Assistance (COM- 
ECON; founded in 1949 by the Soviet Union as an 
alternative to the assistance that the US was provid- 
ing Western Europe through the Marshall Plan, its 
membership expanded to include Czechoslovakia, 
East Germany, Poland, Hungary, Romania, Bulgaria, 
Mongolia, and Albania), opened the way for East Eu- 
ropean countries to enter into economic agreements 


with the EU (and, for some, eventual membership in 
the EU). It also required new arrangements to be es- 
tablished amongst former Soviet bloc members if eco- 
nomic cooperation was to be sustained. Georgia, for 
instance, signed six free trade agreements with other 
former Soviet republics in the 1990s. 

‘The concentration of new regional agreements 
in Europe in the 1990s underlines the importance of 
East European fragmentation for the growth in the 
number of RTAs (the enlargement of the EU in 2004 
and 2007 subsequently made many of these treaties 
redundant). In Asia, also, the end of the Cold War 
broke down the barriers that had previously prevented 
regional economic integration. In 1991, China joined 
the APEC grouping, which included its former Cold 
War foes Japan, the US, and South Korea. In 2001, 
demonstrating the enormous improvement in rela- 
tions that had occurred in East Asia over the previous 
decade, China began to negotiate a free trade agree- 
ment with ASEAN (see Figure 6.2). 

‘The second contextual factor was the growth in 
global interdependence, and the ascendancy of neo- 
liberal ideas in Western governments and in the inter- 
national financial institutions (IFIs). The growing 
integration of markets—for goods, services, and fi- 
nance—placed increasing pressure on governments 


Regional Trade Agreements 





120 
IE FTAs under negotiation 

100} MCUs under negotiation 
DFTAsin force 


80 4M CUsin force 


60 


Number of RTAs 


Figure 6.2 Geographical distribution of RTAs, bath in force and under negotiation 


i . I 


=F 





Americas Asia = 


Note: FTA = free trade area: CU = customs union. 
Source: WTO (20004) 





Eastern Europe 
& Central 
Asia 


Euro- 
Mediterranean 


Sub-Saharan Cross-regional 


Region 








to pursue market-friendly policies. Potential foreign 
investors quickly voted with their feet when faced by 
governments that attempted to impose conditions on 
them: indeed, from the early 1980s onwards, the bal- 
ance of bargaining power between investors and gov- 
emnments shifted dramatically so that investors were 
increasingly able to demand concessions from host 
governments on issues such as taxation, rather than 
accepting restrictions on their activities. Similarly, fi- 
nancial markets were quick to punish governments 
that were perceived to be inward-looking or inclined 
towards interventionist measures. 

In this new context, the regional arrangements 
that developed were often designed to enhance states” 
participation in the global economy, to signal their 
‘openness to foreign investment, and to seek access 
to the markets of industrialized countries. Unlike the 
arrangements from the 1960s and 1970s, the new re- 
gionalism frequently involved partnerships between 
industrialized and less developed economies, that 
is, they were often North-South rather than South— 
South in orientation. The North American Free Trade 
Agreement is the most prominent example; mean- 
while, many less developed economies sought free 
trade agreements with the EU, and by the early years 


of the new millennium, Japan had begun to negotiate 
free trade agreements with less developed economies 
in South East Asia and South America. 

In the last decade, an increase in the number of 
agreements between industrialized and emerging 
economies has reflected a desire to facilitate the op- 
eration of production networks. Again, the focus has 
been less on traditional barriers to trade but on facili- 
tating the movement of components around a region. 
Richard Baldwin has characterized these ‘21st Century 
‘Trade Agreements’ as being driven by a new reciproc- 
ity: the basic bargain is “foreign factories for domestic 
reforms"—not “exchange of market access” (2011: 1). 

Itwas not just LDCs that responded to the increased 
market integration through secking regional eco- 
nomic partnerships. The decision by European mem- 
ber states to deepen integration and to complete the 
implementation of a single internal market (brought 
into being by the Single European Act, signed in 
1986), has been widely interpreted as an attempt to 
strengthen the capacity of European companies to 
compete in the new global market place (Sandholtz 
and Zysman 1989; Schirm 2002). 

Figure 6.3 illustrates a number of the factors con- 
tributing to the explosive growth in regionalism in the 
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1990s, Transition economies (the former Soviet bloc 
countries) were involved in more than one-half of all 
RTAs signed in the 1990s (including 40 RTAs that only 
involved other transition economies). Reflecting the 
desire of Southern countries to seek alliances with 
Northern partners, there was also a dramatic jump 
in the number of RTAs linking developed with devel- 
oping countries in the 1990s. In contrast, few of the 
agreements signed in the 1990s linked two or more de- 
veloped economies. In the new century, however, with 
the proliferation of bilateral agreements (and the rise 
of China and India), developing countries began once 
‘more to negotiate a significant number of agreements 
among themselves. A variety of other factors also con- 
tributed to the growth of regionalism in the 1990s. 


Frustration with the difficulties of 
negotiating global agreements 


‘The GATT began as a relatively small international 
institution dominated by Western industrial countries 
(see Capling and Trommer, Chapter 5 in this volume). 
Asmore countries joined, so the difficulties of reach- 
ing agreement among an increasingly diverse group 
onan agenda that was becoming more complex were 


intensified. The consequence was that it took much 
longer to bring successive rounds of GATT talks to a 
conclusion. 

When the Uruguay Round of GATT negotiations 
stalled, governments turned to regional agreements 
both as a substitute for a global agreement and as a 
‘means of increasing pressure on other countries to at- 
tempt to persuade them to make concessions in global 
talks. Similar considerations applied a decade later 
when the WTO prepared to launch a new round of 
global trade negotiations: membership of the WTO 
was approaching 150 economies and the agenda was 
yet more complex. The ‘debacle in Seattle’, the failure 
of the WTO's ministerial meeting in December 1999, 
convinced many governments (including some that 
had previously been hostile towards RTAs, for exam- 
ple, Japan, see METI 2000), that negotiation of anew 
global agreement would not bring early results and 
that they should therefore look to RTAS if they wished 
to advance their trade agendas. The deadlock in the 
Doha Round—and a more general frustration on the 
part of the US and the EU about the prospects for ad- 
vancing their ‘deeper’ integration agenda in global 
institutions—were significant precipitants of the TPP 
and TTIP negotiations. 


Bandwagoningand balancing: ‘contagion’ 
effects 


‘The fact that post-war regional integration has come 
in two waves points both to the likelihood that com- 
‘mon responses have occurred across various parts of 
the globe to the same stimuli (especially to increased 
economic interdependence), and to the possibility that 
regionalism in one part of the world triggers regional- 
ism elsewhere through ‘demonstration’, ‘emulation’, 
or ‘contagion’ effects. 

‘The establishment of the European Common Mar- 
ket in 1957, with its apparently positive impacts both 
on interstate relations and on the economies of its 
members, inspired a wave of imitations among LDCs. 
‘Similarly, the completion of the single internal market 
in the EU in 1992 and the establishment of NAFTA 
in 1994 led governments elsewhere to take a keener 
interest in becoming participants in regional agree- 
ments. The Japanese government report cited earlier, 
for instance, presented a detailed review of academic 
studies of existing regional arrangements, concluding 
that they generally had a positive effect on the wel- 
fare of member states. For many governments, there- 
fore, the new interest in regionalism was primarily a 
defensive response to developments elsewhere. And 
some governments that were already party to regional 
arrangements sought new ones in an attempt to re- 
duce their dependence on existing regional partners. 
Mexico, for instance, began negotiations for free trade 
arrangements with the EU and Japan as a means of 
reducing its heavy reliance on its NAFTA partners. 

It was not just governments, however, that were 
prompted into action by regionalism elsewhere. The 
essence of preferential trade agreements is that they 
are discriminatory: non-members do not share the 
benefits they provide. Companies located in non- 
members therefore find that RTAsplace thematacom- 
petitive disadvantage. They have an incentive to lobby 
their governments either to bandwagon by joining ex- 
isting regional arrangements where such possibilities 
exist, or to negotiate a treaty that provides them with 
equivalent access to markets (Baldwin 1993). For in- 
stance, following the implementation of NAFTA and 
the signature of the Mexico-EU Free Trade Agree- 
ment, Japanese manufacturers found themselves at 
a disadvantage in competing in the Mexican market. 
Whereas their American and European counterparts 
enjoyed duty-free access to Mexico, Japanese compa- 
nies faced tariffs that averaged 16 per cent. The main 
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business grouping, the Japan Federation of Economic 
Organizations, Keidanren, lobbied the government to 
sign a free trade agreement with Mexico that would 
give Japanese companies equivalent access to that en- 
joyed by their competitors (Solis 2003b; Manger 2005). 

‘The proliferation of preferential trade agreements 
across the globe, with the potential competitive dis- 
advantages they bring for non-participants, increases 
the incentives for governments either to join existing 
agreements or to seek similar arrangements for their 
‘own exporters (Oye 1992; Baldwin 1997). 


The change in the US attitude towards 
preferential agreements 


‘The United States government was the strongest sup- 
porter of a non-discriminatory multilateral approach 
to trade in the negotiations that led to the creation of 
GATT at the end of the Second World War. Not only 
had it been a victim of the discriminatory colonial 
trading blocs that the European powers had created in 
the inter-war period, but it believed that their closing 
off of international trade had made a significant con- 
tribution to the global recession of the 1930s. It was 
largely at US insistence that non-discrimination was 
enshrined as the cornerstone of the post-war global 
trade regime. 

Washington, however, was willing to tolerate re- 
gional trading groupings that discriminated against 
its exports where it believed that these helped to 
achieve its political objectives through, for example, 
facilitating reconciliation between former enemies 
and strengthening the economies of the participants 
so that they would be less susceptible to the perceived 
communist threat. Security concerns trumped eco- 
nomic principles. The primary example was the Euro- 
pean Economic Community (EEC). Washington had 
encouraged European recipients of Marshall Plan 
assistance (Box 6.5) to coordinate their plans (which 
led to the formation of the Organisation for European 
Economic Co-operation, the forerunner to the OECD, 
the Organisation for Economic Co-operation and 
Development). It put pressure on France to accom- 
modate the rebuilding of Germany's industry and to 
devise a mechanism that would allay French concerns 
(which ultimately became the Schuman Plan for the 
European Coal and Steel Community). The US gov- 
ernment supported the formation of the EEC in 1957, 
even though it was obvious that the new Community, 
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The Marshall Plan 


‘Under the Marshal Pan, the US government provided $11.8 
billion in grants and a further $1.5 billion in loans to assist in the 
rebuilding of European economies (and, in some instances, 
those of their colonies) in the years 1948-52. The United 
Kingdom received the largest volume of grants ($2.8 bilion), 
{followed by France ($2.5 bilion), Italy ($1.4 billion), and West 
Germany ($1.2 billion), The Plan was an outgrowth of 
‘Washington's concems about the perceived growth of Soviet 
influence in Europe. Funds were used for purposes such as 


purchasing new machinery for factories, providing technical 
assstance to enable Europeans to become familiar with new 
technologies, and the rebuilding of roads, railways, and ports. 
‘The bilateral assistance provided to Europe under the Marshall 
Plan far exceeded the funds available from the International 
‘Bank for Reconstruction and Development (World Bank), The 
‘Organisation for European Economic Co-operation (which 
subsequently evolved into the Organisation for Economic Co- 
‘operation and Development (OECD) was created to manage 
the Marshall Plan aid 





like the ECSC, would not be fully compatible with 
GATT requirements for RTAs and would discrimi- 
nate against US exports. At the same time, it exerted 
pressure on the Europeans not to introduce any pro- 
visions that would increase discrimination against US 
economic interests. Its support for European integra- 
tion was also accompanied by American initiatives 
in the GATT for new rounds of global negotiations 
with the objective of reducing overall tariff levels and 
thus the discrimination its exporters would face in the 
European market (the ‘Kennedy Round’, 1963-7, was 
the response to the EEC’s creation, and the “Tokyo 
Round’, 1973-9, the response to the first enlargement 
of the Community when it admitted Denmark, Ire- 
land, and the United Kingdom in 1973). 

Washington's attitude towards regional economic 
agreements among LDCs was more ambivalent. Al- 
though it appreciated the possibility that regionalism 
might improve the security of the participants, its en- 
thusiasm was tempered because of the anti-import 
and pro-interventionist frameworks that figured 
prominently in many of the regional schemes among 
less developing countries in the 1960s. Its support for 
regional economic integration among South Ameri- 
can countries, therefore, was at best lukewarm. And, 
in other parts of the world, especially Asia, Washing- 
ton opposed any movement towards a regional agree- 
ment from which it would be excluded. 

‘The US attitude towards regional economic agree- 
ments changed in the early 1980s, as it despaired of 
the slow progress in global trade liberalization and 
bristled at the growing trade distortions generated by 
the European Community's Common Agricultural 
Policy (CAP). United States Trade Representative Wil- 
liam Brock announced in 1982 that Washington was 


willing to enter into RTAs. Negotiation of a free trade 
agreement with Israel quickly followed. The US also 
launched the Caribbean Basin Initiative, a programme 
of trade preferences for the island states of the region. 
Far more significant, however, was Washington's posi- 
tive response to a Canadian proposal for negotiation 
of a free trade agreement. In one sense, this was not 
a dramatic departure in American trade policy. Wash- 
ington had offered such an agreement to Canada on 
several occasions over the previous century only to be 
rebuffed by a Canadian government concerned about 
maintaining its economic independence. Nonetheless, 
the signature of the Canada-US Free Trade Agree- 
ment in 1988 sent a dramatic signal to other members. 
of the international community. This was reinforced 
in the following years when the first Bush administra- 
tion indicated its willingness to construct a ‘hub and 
spokes’ framework that would link the US in a series 
of free trade agreements with partners in Central and 
South America, Oceania, and East Asia. 

‘The new approach to trade policy in the early 
1990s was succinctly stated by Lawrence Summers, 
who became under-secretary of the Treasury for In- 
ternational Affairs in the first Clinton administration: 
that there should be a ‘presumption in favor of all the 
lateral reductions in trade barriers, whether they be 
multi, uni, tri, plurilateral’ (quoted in Frankel 1997: 5). 
In other words, the policy was one of ‘anything goes’ 
in trade policy so long as it contributed to trade lib- 
eralization, there no longer being a presumption that 
discriminatory regional agreements would be barriers 
to liberalization at the global level. 

With the United States itself in the second half 
of the 1990s actively pursuing regionalism through 
NAFTA and advocating its extension into a Free Trade 


Area of the Americas, it would have been difficult for 
‘Washington to maintain its opposition to regionalism 
in other parts of the world. The change in attitude 
was particularly important in facilitating the develop- 
ment of preferential trade arrangements in East Asia. 
‘Whereas Washington had vigorously opposed a pro- 
posal from Malaysian Prime Minister Mahathir Mo- 
hamad in the early 1990s for the creation of an East 
Asian Economic Group, which would have excluded 
the countries of North America and Oceania that 
were members of the rival APEC grouping, by the 
late 1990s it acquiesced in the creation of an equiva- 
lent grouping (ASEAN Plus Three, the ten ASEAN 
members plus China, Japan, and South Korea), and in 
numerous East Asian moves to negotiate bilateral free 
trade arrangements. 


Making existing preferential trade 
arrangements compatible with WTO 
requirements: the EU’s relations with 
developing economies 


Some of the new free trade areas came into being 
because industrialized countries perceived that they 
needed to make their trade agreements with LDCs 
compatible with the WTO's regulations. Here, the EU 
has again been the most important actor. 

‘The EU had previously constructed a network of 
preferential trade arrangements with the countries 
of the southern Mediterranean, and with the Africa, 
Caribbean, and Pacific grouping (ACP), which com- 
prises over 70 countries, many of which had formerly 
been European colonies. These agreements had been 
negotiated in contexts entirely different from that pre- 
vailing in the second half of the 1990s. The arrange- 
ments with the ACP grouping were codified in the 
Lomé Conventions, the first of which had come into 
effect in 1975 at the height of the demands from less 
developed economies for the creation of a New Inter- 
national Economic Order (NIEO). Reflecting a con- 
text in which industrialized countries were responsive 
to the demands from less developed economies for 
special treatment, the Conventions offered duty-free 
access to the European market for most ACP exports 
without obliging the ACP countries to provide similar 
preferential treatment to European exports: in other 
words, they were non-reciprocal arrangements. (Trea- 
ties with southern Mediterranean countries, signed 
in 1975-7, offered similar duty-free access to the Eu- 
ropean market: the Mediterranean countries did 


Regional Trade Agreements 


commit to lower their tariffs on imports from the Eu- 
ropean Community but the timetable for this process 
was not specified.) 

Besides their general trade provisions, the Lomé 
Conventions also included special arrangements for 
specific products, including bananas, beef, rum, and 
sugar, on which some countries’ export earnings were 
heavily dependent. These typically enabled theirsalein 
European markets at prices much higher than those 
prevailing elsewhere. In some instances, they rested 
on a segmentation of the European market, with, for 
instance, exports of ACP bananas being subject to dif- 
ferent treatment in the United Kingdom and in France 
than they received in Germany and the Netherlands. 
‘The BU, in fact, operated three different tariff regimes 
for bananas, even though, asa common market, ithad 
supposedly adopted a common external tariff. The 
new commitment to realizing a single internal market 
in the EU in 1992 made it impossible to maintain this 
arrangement for ACP bananas. 

In an attempt to preserve the special position of 
ACP bananas, the EU introduced an interventionist 
system of import licensing that discriminated against 
bananas coming from non-ACP countries (primarily 
Central and South America). Several of these produc- 
ing countries challenged the new EU banana regime 
in the GATT; they were supported by the US govern- 
ment, which had been lobbied by the two giant US 
agribusiness firms, Dole and Chiquita, which handled 
most of the trade in Central and South American 
bananas. This lengthy and convoluted dispute took 
more than two decades before final resolution in 2012 
(WTO 2012), and at one stage threatened to trigger 
a ‘trade war’ between the United States and the EU. 
Ultimately, a WTO Dispute Settlement Panel found 
that the European provisions on bananas contravened 
several of WTO articles, The Europeans eventually 
backed down, committing themselves to introducing 
arrangements that were compatible with their WTO 
obligations (Ravenhill 2004). 

‘The dispute illustrated how the WTO makes it pos- 
sible for LDCs to initiate a successful challenge against 
an aspect of the trade policies of an economic super- 
power, the EU. Italso demonstrated the significance of 
the changed arrangements for dispute settlement with 
the transition from the GATT to the WTO. Unlike the 
situation under the GATT, when countries simply ig- 
nored dispute settlement judgements that they did not 
like, the EU had no viable alternative but to conform 
to the WTO's requirements. More important than the 
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specifics of the banana dispute itself are the implica- 
tions of the WTO's judgement for rules governing 
relations between industrialized and less developed 
economies, 

In finding that the EU's banana regime contravened 
several of its provisions, the WTO rejected European 
arguments that the trade arrangements with the 
ACP were legitimized by WTO rules on RTAs and 
on special treatment for less developed economies. 
The WTO found that the Lomé Convention did not 
conform to its rules for regional trade arrangements 
because the ACP countries were not required to re- 
move their tarifis on European imports (under the 
requirements of Article xxiy, all parties to a regional 
economic agreement must liberalize ‘substantially all 
trade’ between them). Moreover, the Convention did 
not conform to the rules on preferences for less devel- 
oped economies because it gave special treatment to 
one group (the ACP) but not to other economies at 
similar levels of development. These rulings left the 
EU with only one other avenue for seeking WTO le- 
gitimacy for the Convention: to apply under Article 
ix of the WTO for a special waiver from the most- 
favoured-nation rule, But the requirements for such a 
waiver are more stringent under the WTO than they 
were in the GATT; the waiver is only for a fixed term 
and would not have prevented WTO members from 
subsequently challenging specific elements of the 
arrangements, In other words, a waiver would have 
provided little assurance to the ACP states that the 
provisions would not be disrupted in the future. 

Faced with this dilemma, the EU decided that the 
only means through which it could provide long-term 
trade security forthe ACP would be to abandon its previ- 
ous approach and to negotiate arrangements that were 
compatible with WTO rules on RTAs (Article xxiv). It 
proposed, in the Cotonou Agreement of 2000, to do this 
through concluding a series of economic parmership 
agreements with groupings of ACP countries, which 
‘were to be negotiated by the end of 2007. By mid-2016, 
however, few of the agreements had been ratified and 
the country coverage in West and Central Africa was 
very limited. A similar decision had been made earlier re- 
garding the trade agreements with the countries of the 
southern Mediterranean: in its Barcelona Declaration 
of 1995, the EU stated its intention to negotiate WTO- 
compatible free trade agreements with these coun- 
ties. These were subsequently concluded with Tunisia 
(1995), Israel (1995), Morocco (1996), Jordan (1997), 
Egypt (1999), Algeria (2001), and Lebanon (2002). 


KEY POINTS 


+ The RTAS of the 1960s and 1970s aimed to promote 
regional industrialzation behind tariff walls 

*+ They often broke down because of disagreements over 
the distribution of benefits and costs from regional 
‘cooperation. 

+ The new regionalism differs from this previous wave in 
‘that participating countries are typically using agreements 
‘to increase their integration into the world economy. 
Many of the agreements ink developed with developing 
economies 

+ The origins of the new regionalism fie in the end of the 
(Cold War: the perceived success of RTAs elsewhere; 
frustrations with the pace of trade liberalization at the 
_2lobal level: a desire to make existing preferential trade 
relations compatible with WTO rules; and a change in US 
attitudes towards regonalism. 











The politics of regional deepening in the 
European Union: neo-functionalist and 
intergovernmental explanations 


As indicated in Box 6.1, governments that enter re- 
gional agreements that involve more than the crea- 
tion of a free trade area inevitably have to agree to 
establish institutions that ‘pool their sovereignty’ on 
policies that have to be determined at the regional 
level—for instance, the determination of common 
external tariffs and other common foreign economic 
policies in customs unions. The deeper the integra- 
tion—that is, the broader the scope of policy issues 
on which members agree to cooperate—the greater 
will be the number of policy areas on which regional 
institutions will have to be given competence (except 
on issues where members agree to a policy of mutual 
recognition whereby they accept policies/standards in 
other members as if they were their own). 

Political scientists have long been fascinated by the 
question of whether a regional arrangement, once 
established, generates its own momentum towards 
not only closer economic but also closer political in- 
tegration. The vast majority of regional economic 
agreements take the form of free trade areas, which, 
because they do not require setting a common exter- 
nal tariff, provide little stimulus for the establishment 
of a regional institution to coordinate policies. Most 
free trade areas do provide a process for the resolution 
of disputes between the parties over the interpretation 


and/or implementation of the free trade area’s rules, 
but this process is usually managed by secretariats 
within the governments of the member countries. For 
instance, although there is a NAFTA secretariat, which 
administers the dispute resolution procedures created 
by the agreement, this is a “virtual” secretariat com- 
prised of three sections located within the respective 
national governments. Very limited scope is available 
to such national agencies to act to promote deeper re- 
gional integration: indeed, the very lack of the creation 
of any alternative source of authority at the regional 
level is one of the attractions of free trade areas to 
many national governments. Even in those free trade 
areas where member governments have agreed to cre~ 
ate a central secretariat, as in ASEAN, they often delib- 
erately keep such institutions weak so that they do not 
develop as challengers to national governments. 

With deeper integration, the scope for regional in- 
stitutions to act autonomously may increase. The best 
example is the EU, the only regional agreement that 
has fully implemented a common market and moved 
beyond this to form an economic union. It has by far 
the most complex of governance arrangements of any 
regional grouping. As Helen Wallace (2000: 44) sug- 
gests, ‘much of what makes the EU so interesting ... 
is the density of institutions and the evidence of in- 
stitutional creativity. EU institutions provide both op- 
portunities and constraints, and they serve to channel 
and to structure the behaviour of political actors from 
the participating countries’. 

‘The principal political organs at the regional level 
are a supranational secretariat, the European Com- 
mission (‘supranational’ because it is autonomous 
from the governments of the member states and its 
officials have the responsibility of promoting the inter- 
ests of the EU as a whole rather than those of specific 
members), an institution comprised of ministers from 
the national governments (the Council of Ministers, 
which is supported by a committee of senior officials, 
known by its French acronym, COREPER, the Com- 
mittee of Permanent Representatives), the European 
Parliament (directly elected since 1979 by voters in the 
member states), and the European Court of Justice 
(which is charged with interpreting the various EU 
treaties that member states have signed). The EU trea- 
ties now extend far beyond the liberalization of inter- 
nal trade and the establishment of common foreign 
economic policies to include competition policies, 
environmental policies, common foreign and security 
policies, justice and home affairs (including human 
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rights), and regional development. The EU and its 
member states now constitute a complex web of mul- 
tilevel governance, with authority for making and 
implementing policies on various issues being split be- 
tween institutions at the regional level, at the national 
level and, in some instances, at the subnational level 
(for further discussion, see Kenealy, Peterson, and 
Corbett 2015; and Wallace et al. 2015). 

Most of the theorizing in international relations 
‘on regionalism has concentrated on the European 
experience. The early years of European integration 
inspired the development of neo-functionalist analysis 
(Haas 1958; Lindberg 1963). This approach suggested 
how a regional grouping could generate a momen- 
tum of its own that would lead to a deepening of 
cooperation. The logic was that cooperation in one 
area of economic activity would produce pressures 
for cooperation in other areas as the costs of pursu- 
ing uncoordinated policies became increasingly evi- 
dent to member states and their private sector actors, 
a process that the neo-functionalist theorists termed 
‘spillover’. Entrepreneurial leadership by key actors in 
regional institutions could intensify the pressures for 
further cooperation. 

Inthe EU, the European Commission has the power 
to take initiatives in the various areas where the mem- 
bers have agreed that the EU has competence; it thus 
has the capacity to shape agendas and to push for fur- 
ther cooperation at the European level. The European 
Court of Justice’s responsibility for interpreting the 
treaties and for adjudicating disputes between mem- 
ber states affords it an opportunity that extends into 
the realm of policymaking; over the last quarter of 
the twentieth century, some of its judgements signifi- 
cantly extended the scope of European competence. 

One element of neo-functional theorizing empha- 
sized the significance of the unintended consequences 
of previous actions and decisions. For instance, mem- 
ber states did not anticipate the important role that the 
Court of Justice would come to play in extending the 
scope of integration when they created a body that 
‘was intended to arbitrate disputes on the implementa- 
tion of treaties. For theorists in the neo-functionalist 
tradition, the logic of spillover and the creative leader- 
ship provided by regional institutions can provide the 
integration process with a dynamic of its own (Sand- 
holtz and Stone Sweet 1998 provide an example of 
theorizing from this perspective). 

‘Theneo-functionalist approachhas consistentlybeen 
challenged by scholars who assert that national states 
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have primacy in the integration process. Stanley Hoff 
mann (1966) pioneered this challenge; the economic 
historian, Alan Milward (1992), subsequently developed 
the theme that integration in Europe is best interpreted 
asa strategy pursued by national states to strengthen 
their own positions. Andrew Moravesik (1998) presents 
the most theoretically sophisticated articulation of this 
‘liberal intergovernmental’ argument, suggesting that 
the major steps forward in European integration were 
driven not by the European Commission or the Court 
of Justice but by member governments that were re- 
sponding in a rational way to domestic economic inter- 
ests. Key decisions on integration reflect bargains struck 
among member states; the most significant European 
institution therefore is not the supranational Commis- 
sion but the intergovernmental Council of Ministers. 
For writers in this tradition, to the extent that member 
states delegate authority to community institutions, 
such movesare ‘calculated, rational, and circumscribed’ 
(Bomberg and Stubb 2003: 11). 

In this hotly contested debate, as is often the case 
in international relations theorizing, authors writing 
from one perspective have been reluctant to acknowl- 
edge thar the arguments of the competing school have 
any legitimacy whatsoever. Because the EU embraces 
such a wide array of activities, and the competencies 
of its various actors and the balance of power between 
them have evolved over time, it is possible for both 
sides to this debate to find compelling examples that 
support their case. Rather than perceiving this issue as 
a dichotomy of government preferences versus the ac- 
tions of supranational institutions, it would be more 
helpful to focus on the interaction between these two. 
Sandholtz (1993) has argued persuasively that state 
preferences themselves are not formed in a vacuum: 
membership in the EU itself has become an important 
influence on how governments define their interests— 
they are socialized into particular ways of thinking. 

To date, the failure of those other regional schemes 
that aspire to become common markets to realize 
their aspirations inevitably limits to the European 
context debates about the role that supranational in- 
stitutions can play in driving integration forwards. 
Meanwhile, it is too early to tell definitively whether 
the neo-functional logic of spillover will apply to some 
of the more significant free trade areas—most notably 
NAFTA—that were established in the 1990s, although 
little evidence has emerged to date to support such 
ideas (for discussion of the NAFTA case, see Capling 
and Nossal 2009). 


KEY POINTS 


+ Corporations may prefer regionalism to global trade 
liberalization if it enables them to capture economies of 
scale while avoiding exposure to global competition. 

‘+ Regionalism may be particularly attractive to companies 
‘that seek ‘deeper integration’ to facilitate the operation 
of regional production networks (through, for instance, 
provisions to safeguard investments). 

+ Unsklled labour in industraized economies is fkely to 
‘oppose regional integration if this includes less developed 
‘economies with significantly lower labour costs. 

+ Because most RTAs are free trade areas, they require 
Ittle pooling of sovereignty and afford Iitle scope for the 
‘emergence of sources of power at the regional level that 
‘val national govemmments. 

+ Inthe EU, evidence from different sectors at different 
periods of time supports arguments from both the 
intergovernmental and the neo-functionalst perspectives. 











The economic consequences of 
regional integration 


‘The discussion of trade diversion in Box 6.2 reminds 
us that no assumption can be made that RTAs will nec- 
essarily enhance the welfare of their participants. It is 
not straightforward to estimate the effect that RTAS 
have had on members’ trade and their welfare more 
generally because the impact of many other variables 
has to be taken into consideration. 


Regional agreements and members’ 
trade 


That the overall share of world trade conducted within 
RTAs has risen, as noted at the beginning of this chap- 
ter, reflects both an increase in the number of RTAs 
and an increase in the share of their total trade that 
members of some RTAs conduct with one another, 
Table 6.3 shows the share of intra-regional trade in 
members’ total trade for the major minilateral RTAs. 
‘The share of intra-regional trade in the total trade 
of members of some regional agreements rose dra- 
‘matically: most notable here were the Andean Group, 
‘CARICOM, and MERCOSUR. In contrast, ASEAN 
states were little more important as trading partners 
for one another in 2014 than they had been 40 years 
before, despite implementing a free trade agreement 


Regional Trade Agreements 

















Table 6.3 Changes in the share of intra-regional trade in selected RTAs, 1970-2014 

1970 1980-1985 «1990-1995 2000» 2005 «2008-2014 
£U (1957) 595 0B 592s S624 HDS SABA 
NAFTA (1994) 3600336 BAIA IS 464 BD DLA 
CACM (1961) 20 28-44 440 S427 BT SOF 152 ona, 
‘Andean Group (1988) is 38 320042 75 8510084 7 
CARICOM (1973) a2 53 63 Lt 4694102" na, 
MERCOSUR (1991) 94 16 ss 89192, HIST 60S 
ECOWAS (1975) 29 96 SI 80 90 987% 
SADC (1992) 42 o4 14 31106 9 92 tae 107 
ASEANIAFTA(I992) 22474 960192 BSI 250240 
GCC (1981) 46 30 49 80 68 SO SB* SF ona 
‘Ne Figuesin parentheses refer to yarn whch the RTA care mt force 
Sources: WTO (2003 Table 18.1): updated with author’ caleultons from data in hitps/wwwiwtccrglengisres efstatis_e/ts2015_e/ts|5_ 
append ehtm except for figures marked wth an asterisk (*), which were ealadated using data extracted from the MF DOTS online database 
{accessed in February 2010) and may not therefore be rectly comparable 








in the interim, The record of many African RTAs was 
mixed: the Southern African Development Commu- 
nity (SADC) was notable in increasing intra-regional 
trade, a reflection of the reintegration of the post- 
apartheid South Africa into the regional economy. 
In many of the groupings, we see a plateauing of the 
share of intra-regional trade in total trade in the 1990s. 
One factor for many groupings was the rise in impor- 
tance of China as an extra-regional trading partner. 
Simple statistics of this type, however, do not tell us 
whether the RTA itself has been a significant influence 
on trade among the member economies. Multiple 
factors other than the existence of a RTA can influ- 
ence the volume of trade between any two countries. 
Among the most important of these are the size of the 
two economies, the levels of per capita income, the 
‘geographical distance between the two countries (and 
hence the transportation costs in trading), whether or 
not they share a common boundary, and whether or 
not their populations speak the same language. Such 
factors have to be built into any model that attempts 
to isolate the impact of the regional agreement itself 
on trade. Jeffrey Frankel (1997) constructed one of 
the early comprehensive models. He found that after 


allowing for the various factors identified earlier, RTAS 
had a (statistically significant) positive impact on the 
trade between their members. This positive effect was 
particularly pronounced for agreements among less 
developed economies, including ASEAN and MER- 
COSUR, but trade among EU member states was 
also 65 per cent above the level that would otherwise 
have been expected in the absence of a RTA. These 
results echo those in several other studies. The evi- 
dence points strongly to preferential trade agreements 
having caused substantial changes in their members’ 
international trade. 

‘These results in themselves, however, do not distin- 
guish between trade creation and trade diversion ef- 
fects, and thus tell us little about the welfare effects of 
the RTAs. Again, isolating the causes of the increased 
trade is no easy task. The new preferences created for 
regional partners have to be viewed in the context of 
other changes in the participants’ trade policies includ- 
ing, for instance, any reduction of their tariffs towards 
non-members of the regional agreement (as occurred 
in the 1980s and 1990s, both through unilateral liberal- 
ization and through implementation of GATT/WTO 
agreements). 
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‘The welfare effects of RTAs have been the subject 
of a very extensive literature in economics (a recent 
review can be found in WTO 2011b: 105-6). A major 
study by the World Bank (2000) finds that, although 
the ratio of intra-regional trade to gross domestic 
product (GDP) increased in all regional groupings 
reviewed, so too did the ratio of trade with extra-re- 
gional partners to GDP. In other words, not only did 
trade with regional partners grow in economic im- 
portance but so too did trade with countries outside 
the region. Consequently, the Bank concluded, while 
studies suggest that some trade diversion occurred 
in the EU, European Free Trade Association, and 
NAFTA, ‘the picture is sufficiently mixed that it is not 
possible to conclude that trade diversion has been a 
‘major problem’ (World Bank 2000: 48), a finding con- 
sistent with Frankel’s (1997) comprehensive study (see 
also Krueger 1999). 

‘That RTAs may distort members’ trade patterns 
only toa limited extent is consistent with the lower- 
ing of MEN tariffs (and thus the preferential margins 
enjoyed by partner countries) that has occurred in the 
last two decades. In Canada, 55 per cent of all MEN 
tariff lines are duty free; in the United States, the fig- 
ure is 43 per cent. As noted in the previous chapter, 
the average tariff level in industrialized countries on 
imports of manufactured goods is less than 5 per cent. 
A similar trend towards tariff reduction is also evident 
in most LDCs, with an inevitable consequence for the 
preferential margins that RTAs create. 

Ina study of the world’s 20 largest importing econ- 
omies, the WTO (20116: 73-81) found that 50 per 
cent of imports came from partners in a preferential 
arrangement (excluding intra-EU trade) but that only 
a third of that total (16 per cent) was potentially sub- 
ject to preferential access—either because MEN tarifis 
were zero or because the product was excluded from 
the RTA. In aggregate, only 3.8 per cent of global non- 
preferential imports had MEN tariff rates above 10 per 
cent. In ASEAN, for instance, in roughly two-thirds of 
the tariff lines, MFN and preferential tariffs are identi- 
cal. For many of the others, the preferential margin is 
so small in the more developed economies (Singapore 
and Malaysia) that few companies have found it worth- 
while to meet the rules of origin requirements and file 
the necessary paperwork: less than 5 per cent of all 
intra-ASEAN trade is estimated to take advantage of 
the preferential tariffs provided under the ASEAN Free 
‘Trade Agreement. Not only do many RTAs create few 
advantages for partners for many exports, but they 


also seldom help in the most heavily protected areas: 
when ‘sensitive’ sectors are protected by high MEN 
tariffs, governments frequently also exempt them alto- 
gether from the regional agreement or minimize the 
liberalization provided. 


Scale economies, competition effects, 
and deeper integration 


Regional trade agreements affect the welfare of their 
participants through impacts beyond those on trade 
itself. One argument made in support of RTAs is that 
they will lead to increased investment flows for partici- 
pants—that may come from regional partners or from 
states outside the region whose investors are attracted 
by the enlarged regional market. As noted earlier, in- 
flows of FDI into Mexico increased substantially after 
the signature of NAFTA. Similarly, the establishment 
of the European Community and the subsequent 
deepening of European integration through the com- 
pletion of the single internal market led to substantial 
increases in FDI in the EU, both intra-regionally—that 
is, from one member state to another, and from exter- 
nal countries (Motta and Norman 1996). 

‘The other means through which RTAs are often as- 
sumed to improve the welfare of participating coun- 
ties is by increasing the size of the ‘home’ market. 
As noted earlier, this can be particularly important for 
firms dependent upon access to a market larger than 
that available within one country to achieve econo- 
mies of scale. Moreover, regionalism may generate in- 
creased competition for domestic companies, thereby 
forcing them to become more efficient. Again, esti- 
mating these effects requires complex economic mod- 
elling with often ‘heroic’ assumptions. 

Although the computer simulations that modellers 
have used reach dramatically different conclusions 
depending on the assumptions employed, the most 
frequent finding is that regional integration produces 
only a very limited positive aggregate effect on the 
welfare of the participating countries (on the Asia- 
Pacific region, for instance, see Scollay and Gilbert 
2001). Supporters of regionalism suggest that these 
findings reflect the inability of the models to capture 
the ‘dynamic’ effects of regional integration, those 
that develop over time as companies benefit from 
scale economies and other efficiencies. Others argue 
that the majority of benefits from regionalism come 
from the beneficial effects of companies responding 
to increased competition rather than from realizing 


economies of scale, and that these competitive ben- 
efits can be achieved more effectively through non- 
discriminatory liberalization that exposes domestic 
companies to worldwide competition (Schiff and 
Winters 2003: 51-2). 

In short, the verdict on the economic effects of re- 
gional trade arrangements is mixed and frequently 
inconclusive. Economic models suggest that there is 
little evidence that RTAs have generated significant 
trade diversion. They do appear, at least in the years 
immediately following their signature, to have been 
associated with increased inflows of FDI. Yet, their 
overall effects on the economic welfare of participants, 
if positive, have been of limited magnitude. And in the 
most sophisticated of regional schemes, the EU, wel- 
fare benefits arising from improved competitiveness in 
manufacturing have been at least partially offset by the 
welfare losses caused by the EU's Common Agricul- 
tural Policy. 


KEY POINTS. 


‘+ Although considerable complexity is involved in 
attempting to isolate the economic effects of RTAS, 
evidence suggests that they have led to more trade 
among members than would otherwise be the case. 

‘+ RTAS do appear, at least in their early years, to have 
encouraged increased investment in member states. 

‘+ Economic simulations suggest that RTAs have had fitle 
aggregate effect on members’ economic welfare. 

+ Little evidence exists that RTAs have produced significant 
trade diversion, 





Regionalism and the WTO: stepping 
stone or stumbling block? 


‘The huge increase in the number of RTAs in the last 20 
years has been accompanied by a lively debate about 
its relationship to trade liberalization at the global level. 
Will RTAs facilitate or obstruct global trade liberaliza- 
tion or, asin Bhagwati’s (1991) terminology, are regional 
agreements ‘stepping stones’ or ‘stumbling blocks’? 

Several arguments suggest how regional agree- 
ments might facilitate global negotiations: 





1. Reaching agreement on issues of deeper 
integration will be easier within regional 
‘groupings; these agreements can then serve as 
models for global treaties. 
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2. Regional agreements can enhance the 
competitiveness of domestic industries, paving the 
way for full liberalization. 

3. Regional agreements improve the financial position 
of export-oriented interests, thereby providing 
them with the means and incentive to lobby 
governments for broader liberalization, which will 
translate into support for global trade talks 

4. When regional agreements provide companies 
from some countries with preferential access 
toa foreign market, their competitors in other 
countries will lobby their governments to sign 
agreements that will provide them with equivalent 
access. This attempt ‘to level the playing field” 
will produce what Baldwin (1997, 2006) has 
called a ‘domino’ effect in regionalism, in effect, 
broadening the scope of liberalization. Baldwin 
(2006) has extended the argument by suggesting 
that, with the proliferation of RTAs, each with 
their own rules of origin, corporations will press 
for a rationalization of agreements because of the 
adverse consequences that they had on managing 
their supply chains. 

5. Global negotiations that take place among regional 
groupings reduce the number of actors involved. 


‘The intuitively attractive argument that regional 
groupings simplify global negotiations by reducing the 
number of parties is counteracted by the difficulties 
that regional groupings often have in reaching a com- 
mon position in negotiations with outsiders (witness 
the EU on agricultural issues in global negotiations). 
Once a regional grouping has reached internal agree- 
‘ment on its own position, it may have little flexibility 
in bargaining with other actors. And there is no assur- 
ance that the common position adopted by a regional 
grouping will not be more restrictive than that held 
by a majority of its member states: in other words, 
the regional grouping can end up throwing its com- 
bined weight behind policies that might not have been 
supported by a majority of its members (or possibly 
the largest economies in the region), had they acted 
individually in the global negotiations. The recent pro- 
liferation of regional trade arrangements, many of 
which have overlapping memberships, suggests fur- 
ther complications should negotiations occur between 
“regions' rather than between individual countries. 

Until recently, little evidence existed to support argu- 
ments that agreement on contentious issues or on mat- 
ters of ‘deeper’ integration couldbe reached more easily 
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at the regional level. The EU, for instance, has found it 
very difficult to liberalize the most politically sensitive 
areas of trade, especially in agriculture. In the OECD's 
words, ‘regionalism has often failed to crack the hard- 
est nuts’ (2002: 20). And few regional agreements have 
‘moved beyond the basics of removing tariffs to address 
the ‘behind-the-border’ barriers that many economists 
believe are more significant impediments to contem- 
porary trade than tariffs themselves. Nonetheless, the 
recent wave of regionalism has provided greater en- 
couragement for the argument that deeper integration 
(on issues such as investment and the environment is 
‘more easily accomplished through negotiations among 
a limited subset of countries (for further discussion, 
see OECD 2002). Developments at the regional level 
on these issues, however, have yet to be translated into 
global agreements, so the idea that regional agreements 
will subsequently have a positive influence on global ne- 
gotiations has yet to be substantiated. 

‘The argument that regional agreements will enable 
industries to become internationally competitive, and 
therefore that an RTA will ease the path towards non- 
discriminatory liberalization, assumes that the level 
of competition at the regional level will be similar to 
that in the global marketplace to which firms will then 
be able to graduate. An alternative proposition is also 
intuitively plausible: that the regional market will be 
of sufficient size to enable firms to realize economies 
of scale, and that they will prefer to operate with the 
comfort provided by the external tariff of the regional 
grouping rather than be exposed to extra competition 
in the global market. Companies content with operat- 
ing in the regional market may be financially strength- 
ened through regional integration, and therefore may 
have an incentive to lobby against extending trade lib- 
eralization beyond the region. 

Baldwin's arguments that RTAs create a virtuous 
circle in which companies will press governments for 
additional liberalization appears persuasive in the Eu- 
ropean context. It rests, however, on the proposition 
that these agreements create significant advantages 
for corporations in countries that have these agree- 
ments and, consequently, substantially disadvantage 
companies in countries that do not. In other parts of 
the world, however, where RTAs are shallower and 
less comprehensive, their effects are far more limited. 
Consequently, the political logic of Baldwin's argu- 
‘ment has less force: because the agreements do not 
significantly disadvantage excluded parties, then these 
corporations may have little incentive to lobby for 


equivalent agreements. Moreover, because of excep- 
tions in the agreements, protectionist interests are not 
necessarily weakened (Ravenhill 2010), 

Critics who see regional agreements as stumbling 
blocks in the path of global liberalization assert that: 


+ They magnify the influence of power disparities 
in international trade relations, enabling larger 
economies to impose their will on smaller 
partners, gaining them advantages through, for 
instance, the imposition of rules of origin that 
would not be achieved if liberalization occurred 
on a global basis Such agreements consequently 
generate popular resentment against trade 
liberalization in smaller, less developed 
economies. 


They lead to a diversion of scarce bureaucratic 
resources and political leadership away from 
global trade negotiations towards those at the 
bilateral and regional levels. 

+ They give rise to what Bhagwati (1995) has 
termed a ‘spaghetti bow!’ effect of numerous, 
crisscrossing preferential arrangements with a 
multiplicity of tariff rates and different rules of 
origin. The complexity of regulations provides 
opportunities for special pleading by interest 
groups and generally increases the costs of 
engaging in international trade. With countries 
being members of several RTAs, each with its own 
set of rules, companies face difficult decisions 

on where to establish subsidiaries and where to 
source their inputs (OECD 2002: 18). 

‘They provide exporters with the access to markets 
that they desire, thereby removing their incentive 
tolobby the government either for further 
liberalization at the global level, or for a further 
opening up of their domestic markets. 


They enable governments to exempt sensitive 
political sectors from liberalization, thereby 
energizing protectionist forces and strengthening 
political resistance against liberalization at the 
global level. Some commentators suggest that 
this has been the case, for instance, with the 
agricultural sector in Japan. 


‘The exemption of sensitive sectors from liberali- 
zation rests on the possibility that regional arrange- 
ments will not be comprehensive in their product 
coverage because members are able to exploit the 
ambiguity of the WTO's rules on RTAs (Box 6.6 
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The World Trade Organization and 
Preferential Trade Agreements 


‘Article tv of the GATT lays down the criteria that regional 
‘arrangements must meet to be regarded as legtimate by the 
WTO. Members’ customs duties under the new agreement 
must not on the whole’ be higher or more restrictive than those 
previously imposed by the individual countries. The preferential 
‘agreement, according to Article xxiv8, must aso eliminate duties 
and other restrictions on substantially all the trade’ between 
participants. 

“These provisions have generated enormous controversy over 
‘the years. n particular, members have failed to reach agreement. 
‘on defining and applying the phrase ‘substantially all the trade 
‘The WTO notes ‘there exists neither an agreed definition of the 
percentage of trade to be covered by a WTO-consistent 
‘agreement nor common criteria against which the exclusion of a 
particular sector from the agreement could be assessed’ The 
EU, a pioneer in negotiating preferential trade agreements, has 
argued that the Article xxiv requirement has both a 
‘quantitative and a quaitative element, with at least 90 per cent 
of the trade between parties being covered and no major sector 
excluded. But other members have contested this interpretation, 
‘which raises its own problems of definition: how is the 90 per 
cent of trade to be measured (does it only refer to existing 
trade or to that which might take place should restrictions be 
removed)? And how does one define a ‘major’ sector? A 
reinterpretation of Article dv.8 was one of the items on the 
‘agenda in the Doha Round of multilateral negotiations. but one 
(on Which few observers believe there willbe agreement. 


“The lack of consensus on the provisions of Article xdvB has 
stymied the work of the WTO's Committee on Regional Trade 
‘Agreements, created in February 1996 to examine preferential 
‘trade agreements and their implications for the multilateral 
‘trading system, Members have been able to agree that only one 
of the large number of PTAs notified to the Committee since 
1996 (the customs union between the Czech Republic and the 
Slovak Republic after the break-up of Czechoslovakia) was fully 
compatible with the relevant rules (and this treaty lapsed when 





both countries joined the EU). Lack of consensus has prevented 
‘the Committee from finalizing its other reports, The WTO 
record on this matter is similar to that of the GATT, which was 
‘able to agree on the compatibility with Article xv of only four 
‘of the more than 50 RTAs submitted to it for consideration, 
Political factors have dominated decision-making on this issue. 
Nowhere was this more evident than when a GATT Working, 
Party was convened to consider whether the Treaty of Rome, 
which established the EEC in 1957, met the requirements for 
TAs Faced witha threat by the Europeans to quit GATT should 
their integration arrangements be found incompatible with the 
{full requirements of Article xxiv (which they clearly were), the 
(GATT Working Party failed to reach consensus in its 
‘deliberations. Utimately contracting parties’ desire for 
integration in Europe to proceed (as much for security as for 
‘economic reasons) outweighed their concerns about the legality 
‘of the agreements, Subsequently, GATT and the WTO have 
simply failed to pass judgement on the vast majority of RTAS 
they have examined, including CUSFTA and NAFTA, 


‘The rules relating to the establishment of preferential trading 
‘arrangements among less developed economies under the 
“Enabling Clause’ are even less restrictive than those under 
‘Article 06. They make no reference to coverage of trade, the 
‘complete elimination of duties. or toa timetable for 
implementation. They require only that the regional agreement 
not constitute a barner to most-favoured:nation trade 
reductions or cause ‘undue difficulties’ for other members. RTAS 
notified to the GATT/WTO under the Enabling Clause include 
AFTAand MERCOSUR. 


‘As part of the Doha Round negotiations, WTO members 
‘agreed on a new ‘transparency mechanism for RTAs. Members 
negotiating regional agreements are now obliged to provide 
‘early notification of an RTA to the WTO: the WTO Secretariat 
prepares a factual presentation on the agreement for 
‘consideration by the Committee on Regional Trade Agreements 
‘or the Committee on Trade and Development (see http:win, 
‘orglenglish/tratop_elregion_e/trans_mecha_ehtm). How 
effective this new scrutiny of agreements will be remains to 
beseen 








summarizes these rules). For the WTO to regard 
RTAs as legitimate, duties at the regional level must 
not be higher on average than those imposed by in- 
dividual members before the agreement, and the ar- 
rangements must cover ‘substantially all the trade’ 
between the parties. The first of these obligations 
ambiguous because it takes no account of rules of 
origin and NTBs; moreover, a substantial gap often 


exists between the tariff levels that countries have 
committed to in the WTO (so-called ‘bound’ rates) 
and the actual (‘applied’) tarifis they have put into 
force (these are usually lower). In entering a regional 
agreement, countries can therefore keep the regional 
tarifis below their bound levels while actually im- 
posing higher rates than they previously applied to 
non-members. 
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‘The ambiguities of the second obligation—the re- 
quirement that RTAs should cover substantially all 
trade—are of even greater import because they have 
enabled countries to exclude politically sensitive sec- 
tors from regional agreements. The EU, for instance, 
did not include most of Mexico's and South Africa's 
agricultural exports in the free trade agreements it 
signed with these countries. Similarly, the Japanese 
government excluded the few agricultural products 
that Singapore exported to it from its free trade agree- 
‘ment with the island state. 

Regional trade agreements that provide partial 
liberalization can provide exporters with what they 
want (access to foreign markets), while enabling gov- 
ernments to avoid tackling the problem of inefficient 
domestic industries. The result is a process of ‘liber- 
alization without political pain’. The continued pro- 
tection that uncompetitive domestic industries enjoy 
by being exempted from regional liberalization may 
encourage them to lobby against any liberalization, 
whether at the regional or the global level. Mean- 
while, the wider the network of preferential trade 
agreements, the less incentive will domestic exporters 
have for lobbying for liberalization at the global level 
(Ravenhill 2006b). Take Mexico as the current extreme 
example. Ithas more than 30 preferential trade agree- 
ments with partners on all continents that collectively 
account for more than 60 per cent of global GDP and 
more than 97 per cent of Mexican exports (the vast 
majority, of course, going to the United States). The 
signature of RTAs has substantially reduced the incen- 
tive for Mexican exporters to expend resources in lob- 
bying for global liberalization. 

Some observers have suggested that the difficulties 
in negotiating the Doha Round of WTO negotiations 
were exacerbated by its becoming an ‘agriculture" 
round because manufacturing and service sectors 
showed little interest in lobbying for liberalization at 
the global level (in contrast to the Uruguay Round). 


The evidence 


‘The sometimes contradictory arguments on the rela- 
tionship between RTAs and global trade liberalization 
rest on intuitively plausible hypotheses, but these are 
not easy to test. Moreover, the relatively brief period 
for which many of the new regional agreements have 
been operating makes it difficult to reach conclusions 


about their effects (and generalization is hazardous 
when the agreements themselves differ so markedly 
in their scope and content). 

‘Two pieces of evidence support those who believe 
that RTAs have not been barriers to liberalization at 
the global level. The first is the successful conclusion 
of the Uruguay Round of GATT negotiations which, 
as documented in the previous chapter, produced 
‘major steps forward in liberalization at the global level 
although most of the Uruguay Round’s negotiations 
took place before many of the agreements that are part 
of the new wave of regionalism came into being). The 
second is that members of many of the RTAs, par- 
ticularly those in South America, have lowered their 
barriers to non-member states more rapidly than did 
countries that were not members of regional agree- 
ments (Foroutan 1998). Although it is impossible to 
demonstrate a causal relationship here, the logic is 
straightforward: lowering barriers to non-members at 
the same time as entering a preferential trade arrange- 
ment reduces the risk of welfare loss through trade 
diversion. Critics of the new regionalism, however, 
point to evidence that after joining regional arrange- 
ments, Israel, Mexico, and MERCOSUR members, 
when encountering economic difficulties, all raised 
their tariffs against non-members but exempted their 
regional partners from this increased protectionism, 
Like so many other issues relating to the political econ- 
omy of regionalism, the link between RTA and global 
liberalization remains inconclusive. (See Table 6.4 for 
a list of websites maintained by most RTAs.) 


KEY POINTS 


+ A lively debate among writers on RTAs has produced 
several plausible arguments suggesting that regionalism 
can facilitate or hinder trade liberalization at the global 
level 


+ The proliferation of RTAsis of such recent origin that 
‘the evidence on its effects on global trade negotiations 
remains inconclusive. 

+ The success of the Uruguay Round refuted the popular 
arguments in the late 1980s that the world economy 
was about to fragment into three rival trading blocs. But 
‘the results of the Doha Round may be a more significant 
indicator of the effects of the new regionalism on 
liberalization at the global level 
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@ ovsstions 


|. How does the pattern of recent RTAs differ from that of the 1960s and 1970s? 
2. For what economic reasons might governments prefer trade liberalization atthe regional rather than global level? 
3. What political benefits might membership of a regional agreement bring? 

4. What are the fkely sources of domestic political apposition to regionalism? 

5. Why might companies lobby for liberalization at the regional rather than the global level? 

6 Whats deeper’ integration? 

7. What were the sources ofthe failure of many of the RTAs of the 1960s and 19703? 

8 Why did the United States government change its mind in the early 1980s on the desirability of RTAs? 

9. How does trade creation differ from trade diversion? 

10. Why are rules of origin regarded as a potential protectionist device? 

111. What are the reasons behind the emergence of Mega-FTAS? 


12. What evidence is there that regional integration has had a positive impact on the economies of participating 
‘economies? And what has been its impact on non-members? 


13. For what reasons might regionalism assist or impede trade literazation at the global level? 
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Borzel,TA.and Risse, T. (eds) (206), The Qxford Handbook of Comparative Regionalism (Oxford: Oxford University Press). 
‘Amgjor compendium of research on regionalism froma comparative perspective. 
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(Crawford, J-A.and Florentino, RV. (2006), The Changing Landscape of Regional Trade Agreements, WTO Discussion Paper 
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hensive assessment of RTAs by two members of the WTO Secretariat. 

Fawcett. L and Hurrell A. (eds) (1995), Regionalism in Werld Politics: Regional Organization and International Order (Oxford: 
(Oxford University Press). An intial exploration of the new regionalism with overviews and case studies. 

Fawn (ed) (2009), Gobalsing the Regional, Regonalising the Ghbal (Cambridge: Cambridge University Press), contern- 
porary overview of developments in regionalism in various parts of the world. 

Frankel, . A. (1997), Regonal Trading Blocs in the World Economic System (Washington, DC: Institute for International 
Economics). The most comprehensive examination of the effects of RTAS 


Haas, €.B. (1975), The Obsolescence of Regional Integration Theory (Berkeley, CA: Institute of International Studies, University 
of California). A reconsideration of the relevance of early integration theory. 


‘Mansfeld E.D. and Miner, H.V. (eds) (1997), The Poltical Economy of Regonalism (New York: Columbia University Press), 
‘A collection of artes from a politcal economy perspective on regionalism in generak it includes case studies of the 
Principal geographical regions. 

Moravesk, A. (1998), The Choice for Europe: Socal Purpose and State owe fom Messina to Maastricht (hhaca, NY: Cornell 
University Press). The most sophisticated statement ofthe liberal intergovernmental approach to regionalism, 

World Bank (2000), Trade Blcs (New York: Oxford University Press). A review of the evidence on the economic and 
political effects of regionalism and their relevance to less developed economies. 

World Trade Organization (201 1), World Trade Report 20! |: The WTO and Preferential Trade Agreements From Co-existence 
to Coherence (Geneva: WTO). A comprehensive overview of the evidence of the effects of RTAs on the global trading 
system, 

World Trade Organization (2012), Historic Signing Ends 20 Years of EU-Latin American Banana Disputes. 8 November 
http/Awwwwtoorglenglshinews_e!news!2_eldsp_OBnovi2_ehtm, accessed May 2016) 

Arica 


Bach, D. (ed) (1999), Regonalisation in Africa: Integration and Disintegration (Bloomington, IN: Indiana University Press). A 
collection that examines the relationship between regionalism, regionalization, and state disintegration in Africa, 


Bach, D. (2016), Regionalism in Mficr Genealogies, Insitutions and Trans-State Networks. London: Routledge. A survey of the 
‘new African regionalism since the tum of the century. 


‘Lee,M.C. (2003), The Poltical Economy ofRegtonaism in Southern Afica (Boulder. CO: Lynne Rienner). Examines the history 
Cf regionalism in the southern part of Africa, wth special emphasis on SADC. 


The Americas 


(Cameron, M. A. and Tomlin, B.W. (2000), The Making of NAFTA: How the Deal Was Done (Ithaca, NY: Cornell University 
Press). Analyses the negotiating process leading up to the signature of the NAFTA treaty. 

Cason, |. W. (2013), The Political Economy of Integration: The Experience of Mercasur (London: Routledge). Examines 
‘Mercosur’ integration record through an explicit comparison with the European experience. 

Hufbaver, G. C. and Schott, .} (2005), NAFTA Revisited: Achievements and Challenges (Washington, DC: Institute for 
International Economics). The most comprehensive analysis of the effects n various sectors of NAFTAS implementation. 


"Nelson, M. (2015), History ofthe FTAA: From Hegemony to Fragmentation in the Americas (London: Palgrave). A Gramscian 
account of the collapse of the FTAA proposals. 
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Roett, R. (ed.) (1999), Mercosur: Regional Integration, World Markets (Boulder, CO: Lynne Rienner). A collection of articles 

‘on integration among MERCOSUR members and their relations with the global economy. 

Asia-Pacific 


‘Aggarwal, V. and Morrison, C. E. (eds) (1998), Asia-Roafic Crassroads Regime Creation and the Future of APEC (New York: 
‘St Martins Press). A collection of articles on the foundation of APEC, the objectives of its founders, and its early impact. 


‘Aggarwal, V.K. and Urata S. (eds) (2006), Bloteral Trade Agreements nthe Asio-Roafic Origins, Evolution, and implications 
(London: Routledge). Reviews the recent spate of bilteral agreements in the Asia-Pacific region. 


He, B. (2016), Contested Ideas of Regionals in Asia (London: Routledge). Examines contesting ideas underlying Asian 
regionalism. 


Ravenhill. 2001), APEC and the Construction of Asio-Paoific Regtonaism (Cambridge: Cambridge University Press). Applies 
‘the theoretical terature on regionalism to APEC’ foundation and operating principles. 


Europe 


Hix, S.and Hayland, B (20 |), The Political System of the Eurapean Union, 3rd edn (London: Palgrave Macmilan). Applies 
contemporary political theory to the study of the EU. 


Kenealy, D, Peterson, |. and Corbett, R. (2015), The European Union: How does it Work? 4th edn (Oxford: Oxford 
University Press). An introductory text on the EU. 


‘Mitward, A. S. (1992), The European Rescue of the Nation State (London: Routledge). A historical review of European 
integration from an intergovernmental perspective. 


‘Wialace, H., Pollack M. A., and Young, A. R. (eds) (2015), Poicy’Making in the European Union, 7th edn (Oxford: Oxford 
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integration, 
Table 64 lists adkiresses for the websites maintained by most RTAS. 
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Reader's guide 

‘Although companies have been investing abroad for centuries, the current era of globalization has 
created an unprecedented range of possibilities for global firms to reorganize and relocate their ac- 
tivities. This chapter analyses how advances in transportation and technology allow a firm to divide 
up a global value chain—the sequence of activities that lead to the production of a particular good 
or service—and how these decisions create new opportunities and challenges for both companies 
and the societies within which they operate. The first section of the chapter reviews the rise of global 
production and the forces that have led to dramatic increases in foreign direct investment (FDI) and 
‘outsourcing. The central questions for any firm involved in global production involves how to govern 
the value chain and where to locate different activities. The second section provides a framework for 
understanding these issues and the implications of the various choices. The third section applies these 
concepts to the case of East Asia. 


Introduction source of hope and promise to those who seek to har- 

ness the power of economic globalization for purposes 
Multinational corporations (MNCs) are the most _ of development, and a source of fear and opposition 
public face of globalization. Defined as firms that _to those who view globalization as a threat to national 
have operations in two or more countries, MNCsarea__ sovereignty. MNCs are pervasive. At the time of the 


global economic crisis in 2008, there were some 82,000 
parent MNCs, with over 810,000 affiliates. These af- 
filiates employed approximately 77 million people— 
more than twice the labour force of Germany—and 
accounted for one-third of total world exports of 
goods and service (UNCTAD 20096: 17). Sales from 
these foreign affiliates dipped after the crisis, but then 
rebounded strongly, reaching a record USS36 trillion 
in 2014 (UNCTAD 2015b: 18). MNCs are also very tan- 
gible. They are not anonymous buyers and sellers en- 
gaged in arm’s length trade. Through FDI, they own 
assets and employ people in foreign countries. They 
are the companies behind the most powerful global 
brands. To populations that are being buffeted by the 
invisible forces of globalization, MNCs serve as very 
visible symbols of forces they cannot control. 

Foreign investment on the part of MNCs, however, 
is only the tip of the iceberg that is the globalization 
of production. Firms such as Nike and Apple do not 
own the foreign factories that make their products; 
they use contractors who work to their specifications. 
Nike has approximately 43,000 direct employees (Nike 
2013: 75), but as of November 2015, its products were 
being manufactured by 948,732 workers in 5,698 fac- 
tories in 41 countries (see end-of-chapter Weblinks; 
Nike Manufacturing Map). Apple has slightly fewer 
than 100,000 direct employees, the majority of which 
are in the United States, but has at least 459 factories 
and 1.1 million workers in the company’s global sup- 
ply chain (Apple 2015, note the higher level of am- 
biguity in the Apple numbers as compared to Nike). 
Apple iPhones, for instance, are all produced by con- 
tract manufacturing firms such as Taiwan's Foxconn, 
primarily in huge in facilities in China that employ 
hundreds of thousands of workers. Similarly, retailers 
such as the GAP and electronic giants such as Dell and 
Hewlett-Packard (HP) rely on specialized manufactur- 
ing firms to make their products, and focus primarily 
on design, marketing, distribution, and service. 

Global value chains are important determinants of 
who gets what, when, and how in the global economy. 
‘There are two sides to the global production coin. 
From the perspective of ‘home’ countries—where the 
headquarters of multinational firms are located—the 
key question is what will be left behind when pro- 
duction moves abroad. Because outward investment 
from the home economy of a multinational will po- 
tentially be moving jobs, technology, and profits be- 
yond national borders, it creates fears of a ‘hollowing 
out’ effect. Will outward investment and outsourcing 
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lead to an inexorable flow of jobs, technology, and 
profits to lower-cost countries? Will the competition 
for high value-added activities lead to a convergence 
of economic models? From the perspective of ‘host’ 
countries—the destinations of FDI and outsourcing— 
the question is whether they will be able to capture 
the high value-added activities, or whether they will 
be trapped into a dependent relationship with multi- 
national firms in which they are limited to low value- 
added activities. Will the foreign firms contribute to 
the long-term development of the local economy, or 
will they inhibit the development of local firms? Will 
the foreign firms adhere to the social, political, and 
environmental standards of the local society, or will 
they behave in an imperialistic manner and/or engage 
in practices that would not be allowed in their home 
societies? 

In both cases, the questions revolve around the dis- 
tribution of resources, the bargaining leverage of the 
states that ‘host’ foreign investment, and the power of 
‘multinational firms to determine who gets which part 
of global production, and how this influences employ- 
ment, the locus of knowledge and innovation, and the 
creation of profits in the world economy. This chap- 
ter will analyse how advances in transportation and 
technology have created new opportunities to divide 
up a value chain, how this creates new possibilities for 
global firms to reorganize and relocate the various ac- 
tivities that they engage in, and the opportunities and 
challenges these changes create for both home and 
host states and societies. 


The rise of global production 


There is nothing new about foreign investment or 
international production. In the sixteenth century, 
chartered trading companies established foreign pro- 
duction facilities for much the same reasons as firms 
did centuries later—internalization within the firm 
‘was a means of economizing on frequent transactions 
that inherently had to occur in a particular location, 
whether in order to access particular raw materials or 
markets. The Dutch East India Company, for example, 
established a saltpetre plant in Bengal in 1641, a print 
works for teatiles ten years later, and employed 4,000 
silk spinners by 1717. In an era when the full cycle of 
activity (export, transport, and sale of goods from 
home to foreign markets, import, transport, and sale 
of goods from foreign to home markets) could take 
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anywhere from 18 to 30 months to complete, hierar- 
chical coordination within the firm allowed a trading 
company to equate supply and demand more effec- 
tively (Carlos and Nicholas 1988: 403, 407). 

Inthe nineteenth century, the Industrial Revolution 
spurred demand for raw materials, and companies 
sought to own and manage their sources of raw mate- 
rials in order to reduce risk. For manufacturing com- 
panies, the result was vertical investments upstream 
and downstream, and a hub-and-spoke model of in- 
ternational production: raw materials were imported 
from the periphery, manufacturing took place at 
home, and finished goods were then distributed glob- 
ally. In response to rising protectionism in the early 
twentieth century, firms began to make horizontal 
investments abroad: manufacturing capabilities were 
duplicated in foreign markets that were increasingly 
sheltered behind tariff barriers (Palmisano 2006: 128). 
In the 1920s and 1930s, for example, American compa- 
nies such as General Motors, Ford, Firestone, Nabisco, 
General Foods, Hoover, ITT, and Honeywell rapidly 
increased the numbers of their manufacturing facili- 
ties in Europe. These were multinationals in the form 
that would dominate the global economy for much 
of the twentieth century. Certain activities, such as re- 
search and development, were concentrated in their 
headquarters, but other capabilities were duplicated in 
operations around the world. These companies pur- 
sued a multi-market strategy. 


Numbers and trends 


International production is not new, but its magnitude 
and the degree of fragmentation in global value chains 
is new. To an unprecedented degree, firms are able to 
break up their value chains and locate each discrete ac- 
tivity according to competitive advantage rather than 
geographical convenience. How can we measure the 
growth of global production? 

One relatively straightforward indicator is the rapid 
increase in FDI prior to the global economic crisis 
that began in 2008. Between 1982 and 2008, accord- 
ing to the United Nations Conference on Trade and 
Development (UNCTAD) World Investment Report, 
the value of FDI inflows (in current prices) increased 
from $59 billion to $1,697 billion (UNCTAD 2009b: 3). 
‘The ratio of world FDI inflows to global gross domes- 
tic capital formation (a measure of domestic invest- 
ment) increased from 2 per cent in 1980 to 12.3 per 
cent in 2008 (UNCTAD 2000: pp. xv-xvi; 2009b: 255). 





After the crisis, flows of FDI dropped sharply initially, 
but have since returned to pre-crisis levels (UNCTAD 
2015b: 18). Two trends are important to note about 
these massive flows. First, they are often quite concen- 
trated. A relatively small number of countries domi- 
nate the flows of FDI and large ‘mega-deals’, often in 
the form of merger and acquisitions (M&As), can be 
a major driver. Just as the development of technology, 
regulatory changes, and new modes of finance led to 
a wave of corporate M&As in the United States at the 
end of the nineteenth century, as firms shifted from 
a regional to a national focus, the same factors have 
led firms to adapt a global focus over the last several 
decades (UNCTAD 1999: p. xx). Increasing regional 
integration and the introduction of a single currency 
in the EU, for example, created a wave of M&A ac- 
tivity in Europe, and horizontal acquisitions between 
firms in the same industry (which, in terms of value, 
accounted for 70 per cent of M&A activity at the end 
of the 1990s) represented the quickest route to global 
scale and scope for firms seeking to access new mar- 
kets and complementary capabilities (UNCTAD 1999; 
pp. xix-xx). 

A second important trend has been the rising im- 
portance of developing countries in these flows. As 
destinations for investment, FDI plays a crucial role 
in the development process in these countries. A de- 
veloping country seeking external capital investment 
has four choices: official flows (from international de- 
velopment agencies and governments), commercial 
bank loans, portfolio flows (from institutional inves- 
tors such as pension funds, insurance companies, and 
mutual funds), and FDI. Until the early 1990s, official 
flows were the dominant source of capital for devel- 
oping countries, often in the form of loans that were 
made on concessional terms, but over the course of 
the 1990s there was a dramatic shift from public to pri- 
vate capital flows. This was partly the result of budget- 
ary difficulties in developed countries, which led to a 
cutback in foreign aid, but it also reflected an ideologi- 
cal shift towards market-based approaches to public 
policy. By 2005, official flows to the developing world 
had largely dried up, and over half of the total re- 
source flow to the developing world consisted of FDI 
($334 billion). As is the case in the developed world, 
these flows tend to be concentrated, and a relatively 
small number of countries receive the lion's share of 
investment. The global recession that began in 2008 
led to a surge in FDI to developing countries. This 
was partly because problems in the financial sector 


reduced the capacity of MNCs to invest in developed 
countries, and partly because many of the markets in 
the developing world fared better than developed mar- 
kets during the crisis, Attracting FDI is important for 
developing countries, not just because it is the most 
stable form of foreign capital that is available, but as 
will be explained in greater detail later, because it is 
thought to have the potential to bring a package of 
benefits, including technology, managerial skills, and 
access to new markets. In recent years, developing 
countries have also become an important source of 
outward FDI. Cross-border investments on the part of 
developing country firms increased from 10 per cent 
in 2003 to 40 per cent in 2012 and has remained stable 
since then (UNCTAD 2015b: 11). 

Although FDI represents a critical element of 
global production, it only measures global production 
that takes place under foreign ownership, and neglects 
the outsourcing of production. Simply defined, out- 
sourcing is the reallocation of a particular task from 
within one firm to another, and the two are usually 
separated by having different ownership (Sako 2006: 
503). There is overlap between the two categories— 
an American firm that uses a Korean manufacturer 
located in China is both outsourcing (from the per- 
spective of the US firm) and reliant on FDI (from the 
perspective of the Korean firm)—but the distinction 
is important from an analytical perspective, because 
it points to the wide variety of governance forms in 
global value chains. And outsourcing need not nec- 
essarily be accompanied by any transborder flows of 
capital—firms may be linked simply by ‘arm’s-length’ 
purchase arrangements, or the relationship may in- 
volve, for example, the transfer of expertise from pur- 
chaser to supplier. 

Unfortunately, itis very difficult to determine the 
value of outsourcing transactions from general trade 
data. One possible measure is the growth of trade 
in intermediate goods (components that are neither 
raw materials nor finished products), with the expec- 
tation being that value chain fragmentation would 
lead to higher levels of trade in intermediate goods. 
In their analysis of United National COMTRADE 
data, Timothy Sturgeon and Olga Memedovic (2010: 
12-14) find that trade in manufactured intermedi- 
ate goods increased at the same rate as trade in final 
goods during the 1990s on a global basis, but increased 
substantially faster after 2001. Growth in developing 
countries was faster than in developed countries (3.4 
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times between 1992 and 2006 compared to 2.2. times), 
and within developing countries, growth in China and 
‘Mexico was particularly pronounced. There are also 
substantial differences between industries, with the 
highest percentage of trade in intermediate products 
in the electronics and automotive industries (Stur- 
geon and Memedovic 2010: 18). In these two indus- 
tries, the rise of lange-scale global suppliers was very 
concrete manifestation of this trend. In electronics, 
electronic manufacturing services (EMS) firms grew 
from nothing in the early 1980s—when IBM began 
to look for key suppliers for its personal comput- 
ers in 1981—to $170 billion in revenue in 2005. Fox- 
conn became the largest of these firms in 2005, and 
by 2009 its revenue exceeded $60 billion, accounting 
for 26 per cent of the EMS market (Eccles, Serafeim, 
and Cheng 2012). These firms operate massive fac- 
tories around the world, and manufacture much of 
the world’s electronic goods. In 2011, for instance, 
Taiwanese contractors produced 94 per cent of the 
world’s laptop computers. Similarly, in the auto indus- 
try, the largest supply firms are now almost as large 
as the assembly firms they serve. In order to save on 
development costs, take advantage of supplier know!- 
edge, and maximize economies of scale, auto as- 
sembly firms outsource the design and manufacture 
of entire modules of a car to large supply firms. In 
1992, there were only 28 US auto supply firms with 
annual sales between $1 billion and $5 billion, and five 
companies with sales higher than $5 billion. In 1998, 
these numbers were 47 and 13, respectively (Veloso 
2000: 16). In 2009, there were 28 global auto compo- 
nent firms with sales greater than $5 billion. Although 
not quite as dramatic as in the electronics industry, the 
outsourcing of manufacturing was a dominant trend 
in the auto industry during the 1990s. 


Why now? 


Politics has played a key role in the expansion of 
global production. The liberalization of trade was a 
critical prerequisite for the globalization of produc- 
tion. When trade barriers are high, a multinational 
firm will invest in production facilities abroad in 
order to access foreign markets, but it will hesitate 
to relocate portions of the value chain that must be 
integrated with other global activities—the fragmen- 
tation of value chains requires low tariff barriers. 
The trade regime is the most prominent example of 
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global cooperation in the postSecond World-War 
era, Chastened by the breakdown of the global econ- 
omy during the interwar period, the United States 
began a return to liberalism with the passage of the 
Reciprocal Trade Agreements Act of 1934. After the 
Second World War, the trend of increased economic 
liberalism continued with each successive round 
of the General Agreement on Tariffs and Trade 
(GATT), and the result was the rapid expansion of 
world trade. World exports increased by close to 8 
per cent per annum between 1950 and 1973, and by 5 
per cent for the subsequent 25-year period (Ravenhill, 
Chapter 1 in this volume). 

‘The move towards a liberal trade regime at the in- 
ternational level hada corollary at the domestic level— 
a general trend towards market-based policies—and 
this expanded the range of options for global produc- 
tion, As Anthony McGrew explains in Chapter 10 of 
this book, the neo-liberal ideology associated with lib- 
eralization, deregulation, and privatization provided 
the normative infrastructure for economic globaliza- 
tion, In OECD states, governments across the political 
spectrum were instrumental in liberalizing national 
economies, and creating the policy and institutional 
frameworks that have enabled the growth of global 
trade and production. 

Governments in the developing world used the 
expansion of global trade as an engine of growth. 
No region benefited more than East Asia. Schol- 
ars debate the extent to which economic growth in 
economies such as Korea and Taiwan was the result 
of government-led industrial policies (Amsden 1989; 
‘Wade 1990) as opposed to market-conforming policies 
(World Bank 1993), but reliance on export markets 
was clear in all these cases. Taiwan, for example, pio- 
neered the use of export-processing zones—industrial 
parks where foreign firms could enjoy preferential 
trade and investment policies so long as their output 
was intended for export markets—at the same time 
as Japanese manufacturers were forcing American 
firms to reduce their costs by moving labour-intensive 
activities offshore. With the encouragement of the 
‘Taiwanese government and the United States Agency 
for International Development, General Instruments 
began manufacturing in Taiwan in 1964, and was fol- 
lowed aver the next two years by 24 other American 
firms (Wade 1990: 94). This was in many important 
respects the beginning of the global manufacturing 
‘model that would dominate East Asia in the 1970s and 
1980s—firms from high-wage economies began to 


break apart their value chains and locate the manu- 
facturing of each component according to competi- 
tive advantage. As the neo-liberal reforms took hold in 
China, Eastern Europe, India, and Latin America over 
the decades that followed, the scope of global manu- 
facturing increased in turn. 

At the same time as political changes were open- 
ing countries up to trade and investment, technology 
was extending the geographical reach of business, 
and making possible new forms of business organiza- 
tion, In many respects, this is an old story writ large. 
In the latter half of the nineteenth century, technol- 
ogy transformed the organization of business in the 
United States. As Alfred Chandler (1977: 75-80) has 
described, the spread of iron, coal, and machinery 
created the possibility of large-scale production in the 
United States, and the invention of the telegraph and 
expansion of railways created the means of commu- 
nication and transportation that would allow these 
businesses to extend their geographical reach. These 
changes led to the emergence of the modern hierar- 
chical corporation. Just as the telegraph and the rail- 
way allowed firms in the latter half of the nineteenth 
century to adopt a national rather than regional 
orientation, the improvement in transportation and 
technology in the latter half of the twentieth century 
allowed firms to adopt a global perspective. These 
changes led to the fragmentation of the value chain. 

‘The first set of changes involved new forms of 
transportation. An obvious development was the in- 
troduction of commercial jet services in the 1950s. 
Less obvious, but probably even more important for 
world commerce, was the introduction of standard- 
ized shipping containers. Prior to the introduction of 
standardized steel and aluminium containers in the 
late 1950s, the process of loading and unloading cargo 
at the point of origin, at ports along the way, and at the 
destination was time-consuming and fraught with the 
possibility of loss and damage. Containers dramati- 
cally reduced the friction of transportation in global 
economy. Marc Levinson (2006: 7) provides a compel- 
ling illustration: a 35-ton container of coffee-makers 
in Malaysia can be loaded into a container at the fac- 
tory door, taken to a port and loaded on to a ship, and 
then transported the 9,000 miles to Los Angeles in 16 
days. A day later, the container will be on a unit train 
to Chicago. If the train were to carry the capacity load 
of one of the new mega container ships—which can 
carry over 8,000 6-metre-long containers—it would 
stretch over 37 kilometres. Once in Chicago, the 


container of coffee-makers is transferred immediately 
to a flatbed lorry headed to Cincinnati, the distribu- 
tion centre for the retailer. The process is not only in- 
expensive—in this case, less than the price of a single 
first-class air ticket from Malaysia to the USA—it is 
completely automated and the transfers at each junc- 
ture in the journey are seamless; human hands will 
not touch the contents of the container between the 
factory and the destination. In the late 1950s and early 
1960s, transport costs were often a higher barrier to 
trade than were import tariffs (as high as 25 per cent 
of the cost of some products, according to one study) 
and the result was that globalization of production 
‘was not a cost-effective strategy (Levinson 2006: 9). At 
the time of writing, when 90 per cent of world trade is. 
transported in shipping containers, transport in many 
industries is a marginal part of a company’s overall 
cost structure. From the perspective of transport cost, 
it almost does not matter if a firm is doing business 
with a factory on the other side of town or the other 
side of the world. 

If container shipping reduced the hurdle of trans- 
port costs, the digital revolution and the shift to 
modularity made it possible to separate the activities 
of the value chain and scatter them across the globe. 
‘The electronics industry has been at the cutting edge 
of the modular revolution (Baldwin and Clark 2000). 
Until the 1960s, the designs of the different parts of 
a computer system were highly interdependent, and 
consequently, when any new product was introduced, 
the design process would have to begin again from 
the start to ensure that all the component parts were 
compatible. The result was time-consuming and ex- 
pensive, because teams of engineers within a single 
company had to work together on each component; 
outsourcing was not possible, because the connec- 
tions between different parts of the product design 
‘were complex and varied in arbitrary and non-obvious 
ways (Baldwin and Clark 2000: 171). Like craftsmen 
putting together a custom-built piece of furniture, 
the engineers had to work together, relying not on 
codified rules to piece together a machine but on tacit 
knowledge (information that cannot be written or 
coded in a set of instructions, but must be imparted by 
people working together). 

The solution, introduced by IBM in the autumn of 
1961, was to conceive of a family of computers—the 
‘System/360—that would include machines of differ- 
ent sizes and uses, but all of which would share the 
same instruction set and peripherals. A central office 
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mandated the design rules that would determine how 
the different modules of the machine would interact 
with each other, and this allowed different teams of 
engincers to work independently on the aspects of 
each module that did not affect other modules (see 
Box 7.1). The shift to modularity increased the speed 
of the design process (because teams worked simul- 
taneously), increased the rate of innovation (because 
teams could try any number of approaches so long as 
they adhered to the design rules for interacting with 
other modules), and created the flexibility needed to 
meet a variety of customer needs. Paradoxically, these 
advances also led to the end of IBM’s dominance of 
the industry, because outside companies could per- 
form the same role as internal company divisions, so 
long as they knew the design rules—easily specified 
as computer code—that would make their product 
compatible with an IBM machine (Baldwin and Clark 
1997: 85). Asa result, we now take it for granted that 
we can download photographs from a Canon camera 
to a Dell computer in order to print them on an HP 
printer. In other industries, the interfaces between 
modules are not always as easy to specify, but there 
is also a trend towards increasing modularity. As was 
pointed out in the previous section, auto assembly 
firms have been shifting responsibilities to their sup- 
pliers to as great an extent as possible. A Volkswagen 
truck factory in Brazil has taken this approach to the 
extreme. VW established the architecture of the pro- 
duction process and the interfaces that connect mod- 
ules, but all the manufacturing is done by suppliers 
(Baldwin and Clark 1997: 87). 

‘The ability to codify design information in digital 
form, particularly when combined with new forms 
of telecommunication to transmit this informa- 
tion, was a key enabler of globalization. As Suzanne 
Berger (2006: 76) explains, new software in the 1990s 
increased the ability of a wide variety of firms to 
digitize instructions and thus codify the interfaces 
within a product. This created new options with re- 
spect to location. Once engineers are able to specify 
the ‘hand-off between two different modules within 
a product utilizing software, there is no longer any 
inherent reason why designers and production staff 
have to be located within the same facility. The design 
firm transmits the design specifications electronically 
to the production facility, and as long as the produc- 
tion facility meets the appropriate standards, it can be 
located anywhere. The ability to codify design infor- 
mation does not inevitably lead to the fragmentation 
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Modular Production 


In the classic work on modularity, Baldwin and Clark (1997, 
2000) define a modular system as one that ‘is composed of 
Units (or modules) that are designed independently but still 
function as an integrated whole’ (1997: 86). The structural 
‘elements of a module are connected powerfully to each 
other and relatively weakly to elements in other modules of 
‘the same system (2000: 63). Every product that consists of 
multiple modules will have an orchitecture that specifies what 
modules are part of the system and what the function of, 
‘each will be; interfaces that describe in detail how the 
modules willinteract, connect, and communicate; and 
standards for testing the extent to which a module conforms 
to the design rules (1997: B6). Sako (2003) specifies how 
modularity fulfis different roles across the life cycle of a 
product. nthe design phase, the principle purpose of 
modularity is to reduce the lead time of the design process, 
and the cost of design and development. In the manufacturing, 
phase, the objective is to increase operational efficiency by 
allowing the mixing and matching of standardized 
components, thus allowing for both the benefits of scale 
efficiencies and greater customization and variety Finally, 
‘when the product is being used, consumers want a product 
that is easy to use, compatible with other products, easily 
Upgraded, and easily and inexpensively maintained. The 
bjectives of the different phases are not always compatible. 
‘The core concern of product designers, for example, will be 
to ensure that the design of each module is independent of 
‘other modules, and this may lead to tight 
interdependencies within the module. When the 
‘consumer has to make a repair, however, rather than being 
able to replace an individual component. he or she may find 








‘that an entire (and expensive) module must be replaced 
rather than an individual component. 

Modularity does not lead inevitably to outsourcing, but it 
creates the possibilty—it is difficult to outsource or separate 
the component parts ofan integral product. Prior to the rise of 
‘mass production, for example, automobiles were made by 
craftsmen, and each vehicle had to be made in its entirety in a 
workshop because the component parts had to custom fit 
each other. The workers were skilled in the principles of 
‘mechanical design and experienced with the materials with 
which they worked. As Womack Jones. and Roos (1990) 
‘explain, production of the cars depended on the tacit 
knowledge of these craftsmen, and it was difficult to codify this 
knowledge reliably ina way that would make it readily 
accessible to outside firms; there was no standard gauging 
system, and machine tools at this point could not cut hardened 
steel, Because the craftsmen fitted each piece together 
individually. no two vehicles were exactly alike. The core 
innovation of Henry Ford was the development of a system 
‘that used a standard gauge and pre-hardened metal that would 
not warp during the manufacturing process, previously the 
‘major obstacle to standardizing the size of parts (Womack, 
Jones. and Roos 1990: 22-7). The introduction of 
interchangeable parts with standard interfaces made it possible 
for an auto firm to replace skilled craftsmen with unskilled 
assembly-line workers, and to outsource production of 
components. The benefits of outsourcing to a supply firm can 
be numerous: the supplier willbe a specialist in the production 
of a particular component. it will be able to capture greater 
economies of scale (since it supplies many firms), and it wil give 
the assembler greater flexbilty to concentrate on other parts 
of the production process. 








of the value chain—in some industries and some 
regions, firms may decide that it makes sense to co- 
locate distinct parts of the value chain—but it does 
create a wider variety of possibilities than existed 
previously. 

‘The ideal type of this new breed of firm, according 
to Samuel Palmisano (2006: 129), the CEO of IBM, is 
the globally integrated enterprise. In contrast to the 
multinational company of old, ‘the emerging glob- 
ally integrated enterprise is a company that fashions 
its strategy, its management, and its operations in 
pursuit of a new goal: the integration of production 
and value delivery worldwide’. Whereas the techni- 
cal changes of the late nineteenth century resulted 


in a tightening of corporate control—a strict hier- 
archy was needed to organize rapidly expanding 
operations—the technical changes of the late twen- 
tieth century have resulted in tremendous fluidity. 
This new breed of firm is being organized by func- 
tions rather than products or geography, and every 
firm must decide which functions it will continue to 
perform; which functions it will rely on outside part- 
ners to perform; and where in the world each func- 
tion will be located. The results to these decisions, of 
course, have important implications not only for the 
competitiveness of individual firms and industries, 
but also for the well-being of the societies in which 
they operate. 


KEY POINTS: 


+ The globalization of production is not new, but the 
‘magnitucle with which it takes place and the degree of 
fragmentation in global value chains 5 new. 

‘+ The increasing levels of global production can be 
‘measured in both the dramatic increases in FDI and the 
increasing importance of trade in components. 

‘+ Flows of FDI are concentrated heavily in developed 
‘economies, and dominated by mergers and acquisitions 
between large firms that are seeking the scale and scope 
that is increasingly necessary to compete in global markets. 

+The increase in global production isa result of economic 
Nberaiztion, improvements in transportation, and 
advances in technologies that faciftate modularization. 





Global value chains: governance 
and location 


In order to understand the implications of global 
value chains, it is necessary to distinguish between 
their different forms. For analytical purposes, it is use- 
ful to consider global value chains along two dimen- 
sions: governance (how to coordinate activities); and 
location (where to locate each activity). Although the 
two dimensions are closely linked, there are distinct 
scholarly literatures focused on each. 


Governance 


If a defining feature of economic globalization is that 
technology has increased the ability of firms to frag- 
ment the value chain, one of the key issues that must 
be understood is how coordination of the fragmented 
parts is achieved. Defined in its broadest sense, gov- 
ernance refers to any means of coordinating interde- 
pendent activities (Jessop 1998: 29). Itis useful to think 
of the governance options for global value chains 
along a spectrum. At one end of the spectrum are 
pure market relations with foreign firms (for example, 
arm’s-length trade relationships), and at the other end 
is hierarchical control of foreign operations (for exam- 
ple, FDI). Between these two endpoints are various 
forms of networks. 

‘Traditional explanations of FDI focus on the end 
points of the governance spectrum, and transfer the 
classic ‘make or buy" question from the domestic to a 
global context. AsSven Arndtand Henryk Kierzkowski 
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(2001: 2) write, ‘fragmentation is not a new phenom- 
enon; nor is outsourcing. Both go back to the begin- 
ning of the Industrial Revolution or even predate it.” 
‘What is new is the extent to which improvements in 
technology have tamed the ‘tyranny of distance’ and 
‘made it increasingly possible to consider the global or- 
ganization of industry in the same terms as domestic. 
One clear option is to rely on arm’s-length market re- 
lationships. As Robert Gilpin (2001: 279) notes, in the 
ideal world of a neoclassical economist, firms would 
not invest abroad. If markets are operating efficiently, 
information is costless, there are no barriers to trade 
or competition, and there are no advantages to be 
gained from economies of scale, there would be little 
reason for a firm to invest abroad because trade would 
be the logical means of reaching foreign markets and 
accessing inputs. Markets are efficient, prices summa- 
rize all relevant information, and actors are motivated 
by selfinterest rather than coercion—coordination is 
seemingly effortless. 

Why does a firm decide to make rather than buy a 
particular product or service in the domestic context? 
Economists explain vertical integration and hierarchi- 
cal coordination asa response to transaction costs. AS 
Ronald Coase (1937) argued, there are costs associated 
with using a market; even for the simplest transaction 
a buyer or seller must be found, a product or service 
evaluated, and a price negotiated. Oliver Williamson 
(1981: 1545) added to this explanation the problems in- 
herent in human nature. Bounded rationality makes 
it impossible for actors to foresee every contingency 
that might affect an agreement between two actors, 
hence contracts can never be complete; the problem 
of opportunism means that each actor has to expect 
the other to act not only out of self.interest, but poten- 
tially with deceit and guile. In light of these assump- 
tions, it is apparent that the costs of some market 
transactions are higher than others. It is necessary to 
identify and analyse the key dimensions along which 
transactions vary—the frequency with which transac- 
tions recur, the degree of complexity and uncertainty 
to which transactions are subject, and the degree of 
asset specificity—in order to determine whether hi- 
erarchical coordination (retaining all activities within 
the organization) is more appropriate than market co- 
ordination (Williamson 1975, 1981). 

‘The same logic has been used to explain why firms 
engage in FDI rather than licensing, trade, or contrac- 
tual relationships. The literature on FDI is large, but 
within it John Dunning's eclectic paradigm is one of 
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the dominant strands (Dunning 1981). At its core is a 
transactional approach: a firm will create operations 
abroad when the net costs of an internal market (hi- 
erarchical coordination) are lower than the net cost 
of using arm’slength market relationships (Caves 
1982), The advantages of internalization within the firm 
might stem from concerns about the costs and un- 
certainty of monitoring and negotiating the relation- 
ship with a licensee or contractor, or the firm might 
be eager to ensure that it captures all of the benefits 
of the advantages that it has over local firms. These 
firm-specific advantages (Dunning 1981) might involve a 
trademark, a particular technology or manufacturing 
process, economies of scale, or marketing power; or 
a firm might be reluctant to license such advantages 
to a foreign firm out of fear that it will be training a 
future competitor. There are costs to operating in- 
ternationally—a foreign firm will rarely understand 
the local market as well as a domestic firm does, for 
example—so a multinational firm has to ensure that 
it protects what advantages it does hold. In addition, 
there may be location-specific advantages to setting up 
operations on foreign soil as opposed to establishing 
trade relations. The foreign firm may gain better ac- 
cess to information on the marketplace, an ability to 
respond more quickly to changes in the market, access 
to unique resources or capabilities, and/or ability to 
avoid protectionist trade barriers. In short, the poten- 
tial costs of relying on markets and arm's-length rela- 
tionships to govern a global value chain are weighed 
against the difficulty of controlling and operating 
subsidiaries that are within the firm but spread across 
great distances and unfamiliar territory through FDI. 

Although the distinction between utilizing markets 
and hierarchy to govern global value chains is an im- 
portant one, there isa range of possibilities in between 
these two endpoints. Just as firms within a domestic 
economy can form long-term relationships that can- 
not be characterized completely by markets or hierar- 
chy, global value chains can take the form of a diverse 
variety of networks that are neither pure markets nor 
hierarchy. In the 1990s, Gary Gereffi and others (Ger- 
effi and Korzeniewicz 1994) developed the framework 
of the global commodity chain to distinguish between 
different forms of global value chains (for a compari- 
son of the theoretical concepts of commodity chains 
and value chains, and the evolution of this research 
agenda, see Bair (2005). This approach identified dif- 
ferent ‘nodes’ in a value chain—pivotal points in the 
production process (that is, supply of raw materials, 


production, export, or marketing)—with the intent 
of analysing how control of various nodes translated 
into power and profit. Gereffi distinguished between 
two types of commodity chains: the buyer-driven 
chain; and the producer-driven chain. In a buyer- 
driven chain, large retailers, brand-named marketers, 
and trading companies use various combinations of 
branding, design, marketing, and sales expertise to 
exert control over a decentralized network of supply 
firms often located in the developing world. As any 
supplier to a large retailer such as Walmart or a brand 
such as Nike is painfully aware, these customers do 
not need ownership in order to exert control. In a pro- 





integrated enterprises play the key role in controlling 
forward and backward linkages—the auto industry is 
a classic example. 

Over the following decade, a growing body of re- 
search on global value chains identified other forms of 
networks. Scholars distinguished between ‘commod- 
ity suppliers’ (firms that provided a standard product 
through arm’s-length ties), ‘captive suppliers’ (firms 
that provide a specialized product using production 
equipment or processes that are dedicated to a particu- 
lar customer), and ‘turnkey’ suppliers (firms that pro- 
duce customized—and often sophisticated—products 
for customers using flexible production equipment 
that can be used for multiple customers) (Humphrey 
and Schmitz 2000; Sturgeon 2002). 

‘There are clearly multiple means of coordinating a 
global value chain that involve neither markets nor hi- 
erarchy, and a key question is why one form is chosen 
rather than another. Gereffi, Humphrey, and Sturgeon 
(2005: 87) argue that three key variables determine the 
organization of a global value chain: (1) the complex- 
ity of inter-firm transactions; (2) the degree to which 
this complexity can be codified; and (3) the extent to 
which the suppliers have the necessary capabilities to 
meet the requirements of the buyers. As with tradi- 
tional attempts to explain FDI, their approach places 
a heavy emphasis on the nature of the transaction, 
but with a particular focus on how modern technol- 
ogy allows some transactions to be translated easily 
into a set of digital instructions, while others cannot. 
In this respect, the approach reflects the new range 
of opportunities that are available to firms. Market 
relations will tend to prevail when transactions are 
not complex, product specifications are easily speci- 
fied by the buyer, and supplier capabilities can easily 
meet these demands. A buyer of inexpensive plastic 


toys, for example, can easily switch from one supplier 
to another, and a simple contract will suffice. Modular 
value chains will occur when the interfaces between 
complex modules can easily be codified, and there are 
suppliers capable of providing the sophisticated mod- 
ules on either side of the interface. Large auto sup- 
ply firms or contract manufacturers in the electronic 
industry are prominent examples. Relational value 
chains involve complex transactions, product specifi- 
cations that are not easily codified, and highly capable 
suppliers. The result is mutual dependence between 
firms, close relationships that involve the exchange of 
tacit knowledge and relationships that are regulated 
through reputation, geographical proximity, and so- 
cial, ethnic, and/or family ties. In captive value chains 
both the complexity of transactions and the ability to 
codify this complexity is high, but the capabilities of 
suppliers are low. The lead firm in these cases must 
provide the core design elements of product and sig- 
nificant assistance to the supply firm, and because it 
does not want other customers to benefit from new 
supplier capabilities that may result, it secks to lock 
the supplier into a ‘captive’ relationship. By not provid- 
ing key design elements or complementary activities, 
for example, the supplier firm will remain dependent 
on the lead firm. Finally, when product specifications 
cannot be codified, products are complex, and highly 
competent suppliers cannot be found, a firm will rely 
on in-house capabilities and hierarchical coordination 
(Gereffi, Humphrey, and Sturgeon 2005: 86-7) 

Why does the form of governance matter? As Raph- 
ael Kaplinsky (2000: 118) notes, if it was clear that the 
only losers from increased economic globalization 
were those who did not globalize, the solution would 
be clear—attract more FDI and promote exports. But 
clearly economic globalization has not benefited all 
participants: the trade /GDP of sub-Saharan Africa in- 
creased from 51 per cent to 56.1 per cent between 1985 
and 1995, at the same time asiits share of global output 
fell (Kaplinsky 2000: 119; 2005; see also Wade, Chapter 
12 in this volume). How a country inserts itself into 
the global economy is as important as whether or not 
acountry does so, and a primary contribution of value 
chain analysis is to identify the terms under which a 
firm is participating in the global economy. 

First, the distribution of gains within a value chains, 
determined to a great extent by barriers to entry (Ka- 
plinsky 2000: 127). When barriers to entry are low, in- 
creased globalization can lead toa decrease in income, 
because competition is greater; when barriers to entry 
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are high, a firm has the ability to dictate the terms (that 
is, the price it will receive and the role it will have) to 
others within the value chain. To an increasing extent, 
and in a dramatic shift from an era when manufactur- 
ing prowess was the key to successful development, 
power in the value chain now stems from intangibility 
(Kaplinsky 2000: 127). That is, a firm that depends on 
low wages to convert physical inputs into a physical 
product will consistently face downward pressure on 
its prices because it will face competition from ambi- 
tious firms throughout the developing world, while 
a firm that depends on intangible factors such as de- 
sign, brands, or marketing is able to protect its posi- 
tion because its skills are not easily copied (Kaplinsky 
2000: 127; Bair 2005: 165). A value chain framework 
highlights the barriers to entry by focusing attention 
on the switching cost at each link in the chain. Any 
factor that makes it more difficult for a customer to 
switch from one supplier to another, whether it be the 
complexity of the transaction, the ability to codify the 
transaction, or the unique capabilities of the supplier, 
will increase the power (and profits) of the supplier. A 
supply firm that is part of a relational value chain, for 
example, will have far more power than a firm that is 
part of a captive value chain, because the relationship 
with the customer is characterized by mutual depend- 
ence—the customer cannot shift easily to another sup- 
plier—and this allows it to demand a higher price for 
its products or services. 

Second, the governance of value chains is an im- 
portant determinant of the prospects for economic 
upgrading, commonly defined as increasing com- 
petitiveness by capturing a part of the value chain 
that involves higher value-added activities. This can 
be achieved by increasing the breadth of functions 
a firm undertakes, the complexity of product that is 
produced, orimproving the process technology that is 
utilized in production (Bair 2005: 165). From a devel- 
‘opment perspective, of course, economic upgrading 
is a crucial objective—what form of insertion to the 
global economy will provide a local economy with 
the strongest prospects for upgrading the capabilities, 
and thus future prospects, of local firms? The value 
chain literature highlights the benefits that firms in 
developing countries receive from incorporation into 
global value chains. The lead firms of these networks 
demand low cost, high quality, and good service from 
their suppliers, and often take an active role in trans- 
mitting best practice through the network (Hum- 
phrey and Schmitz 2001). The extent to which a lead 
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firm within a network is willing to assist a supplier will 
depend on the form of governance: it is less likely to 
assist a supplier that can easily begin working for a 
competitor than it is a supplier that is enmeshed in a 
relational value chain. 

Third, the form of insertion within a global value 
chain has important implications for workers within 
firms, and strategies that lead to economic upgrad- 
ing may not always lead to social upgrading. As a 
firm engages in economic upgrading, for example, 
there is often a tension between a firm’s need to de- 
liver the higher quality that buyers demand and the 
need to lower costs and respond quickly to (highly 
variable) customer demands. Often the balance is ad- 
justed through the use of regular and irregular (ie. 
temporary) workers, with the conditions and benefits 
measurably worse for the latter (Barrientos et al. 2011; 
Barrientos et al. 2016). The objective of the lead firm 
in the value chain is to exactly match the supply of 
products to exactly match demand, so as to reduce in- 
ventory costs and allow it to control product pricing 
(e.g. avoid discounting excess demand). In the widely 
quotes words of Apple CEO Tim Cook, ‘Inventory 
is fundamentally evil. You want to manage it like 
you're in the dairy business: if it gets past its freshness 
date, you have a problem’ (e.g. Chan et al. 2013: 107). 
While this approach keeps Apple stores in stock with 
the latest products, it also means that the competitive 
advantage that Apple looks for in suppliers (ie. the 
supplier's source of economic upgrading) is flexibility, 
and this often stems from the use of temporary work- 
ers (e.g. ‘student interns’), high amounts of overtime 
for workers, and highly pressurized work environ- 
ments (Chan et al. 2013). 

Finally, the governance of global value chains gives 
insight into the degree of leverage that outside actors 
have—whether this be a government, international 
organization, or a non-governmental organization 
(NGO)—to influence the behaviour of firms. AnNGO_ 
in the United States that is interested in promoting fair 
labour standards in Nike factories, for example, might 
have very little leverage over the factories themselves. 
The factories are foreign-owned, and even if progress 
is made within one factory, it will inevitably be only a 
small part of a huge, decentralized network. The real 
power in this value chain lies with Nike, but this is also 
the point of vulnerability: the very intangibility of 
branding that makes it difficult for other firms to imi- 
tate the success of Nike also creates a potential dan- 
ger if the brand becomes associated with sweatshop 





labour. But as Richard Locke (2003: 7-8) argues, even. 
the power of Nike to effect change within its own sup- 
ply chain will vary. Because shoe factories tend to be 
large and capital-intensive—partly a result of the elim- 
ination by industrialized countries of quotas on foot- 
wear imports in the mid 1980s—Nike has long-term 
relationships with a relatively small number of large 
Korean and Taiwanese suppliers, and the stability of 
these relationships facilitates the coordination of pro- 
duction processes and (sometimes) the implementa- 
tion of Nike's labour code of conduct. Nike has much 
looser relationships with its apparel supplies because 
product cycles are short, factories tend to specialize in 
a particular segment, and these factories supply Nike's 
competitors as well as Nike, According to Locke, the 
different form of these relationships has the potential 
toalter Nike’s influence with the suppliers and its abil- 
ity to monitor their behaviour (2003: 9, sce also Distle- 
horst, Hainmueller, and Locke 2016)). 


Location 


‘The second key dimension along which value chains 
vary is location. Decisions about the governance of a 
value chain—whether it makes more sense to make or 
buy a particular product or service, for example—do 
not necessarily relate to decisions about location. If a 
firm decides that it can rely on market relationships to 
source a particular input—that it can ‘buy’ rather than 
“make'—it can either outsource production to a firm 
across the street or it can offéhore production to a firm 
overseas (Sako 2006: 503). 

Why do value chains become global? One standard 
explanation is that foreign investment and offshoring 
are part of an evolutionary process. Raymond Vernon 
(1971) argued that every product followed a life cycle 
beginning with development, proceeding to maturity, 
and culminating in standardization and obsolescence. 
Over the course of this life cycle, the comparative 
advantage of a country will shift as the emphasis 
moves from product innovation and development—a 
stage when it can be highly beneficial to have design- 
crs, suppliers, and customers in close proximity—to 
a standardized product that competes on the basis of 
cost. At the time that Vernon was writing, the United 
States economy was the clear leader in technological 
and entrepreneurial resources, and it had the most af- 
fluent and demanding domestic marketplace. Firms 
developed new products for the domestic market- 
place, eventually began to export to foreign markets, 





and finally, as the product matured and became stand- 
ardized, they moved production offshore so as to 
forestall the rise of foreign competitors and preserve 
monopoly rents. A similar evolutionary pattern was 
used by scholars in East Asia to describe the relation- 
ship between foreign investment and regional devel- 
opment, although the focus was on leading industries 
rather than on products. Like geese flying in forma- 
tion, industrial structures were passed from advanced 
economies to developing economies: a less-developed 
economy would initially import products in leading 
industries from more advanced countries, imitation 
and import-substitution would lead to the develop- 
ment of indigenous industry, and eventually the indig- 
enous industry would advance to the point where it 
too would begin to export. As Bruce Cumings (1984: 
46) argues in the case of North-East Asia: 





G6 the cycle in given industries—textiles, steel 
automobiles, light electronics—of origin, rise, apogee, 
and decline has not simply been marked, but often 
mastered in Japan; in each industrial life cycle there is also 
an appropriate jumping off place, thatis, a point at which it 
pays to let others make the product or at least provide the 
labor. Taiwan and Korea have historically been receptacles 
for declining Japanese industries. Regional integration, in 
other words, is a natural impulse of economic growth 
and development—the leaders move into higher value- 
added activities as their cost structures rise, and lower- 
cost followers replicate the industrial structures of those 
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‘These evolutionary approaches captured a key dy- 
namic driving foreign investment in a world in which 
the forces of technology and product innovation were 
highly concentrated and the rate of change was slow 
and predicable, but as Mitchell Bernard and John 
Ravenhill (1995) ague, these approaches have difficulty 
in explaining the contemporary global economy. First, 
ina world of rapid technical change and product pro- 
liferation, the process of product and technological 
maturation that is predicted by the industry-life cycle 
model appears to be less and less common. Product 
life cycles—for example for mobile phones—are now 
matters of months rather than years. Second, it is not 
an entire production system that an advanced coun- 
try manufacturer such as a Japanese company simply 
boxes up and ships to a low-cost labour site, itis only 
a part of the system that is transferred, and in most 
circumstances it is the labour-intensive part of final 
assembly. The forces of innovation and the backward 
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linkages remain behind in the advanced economy, and 
in the absence of an active state role to promote the 
development of indigenous industry in the develop- 
ing economy, the result will be partial diffusion of 
technology, and what Bernard and Ravenhill call an 
intra-regional hierarchy of production. This is not to 
say that late developers cannot overcome their place in 
the hierarchy—the emergence of strong and power- 
ful competitors from countries such as Korea and Tai- 
‘wan since the mid 1990s is evidence of this—but their 
success cannot be assumed. Finally, the evolutionary 
approach has difficulty explaining why the majority 
of global foreign investment is between developed 
economies that have very similar industrial structures. 
Clearly, the overseas activities of firms are not simply 
about accessing low-cost labour to produce outdated 
products. 

Another way of thinking about how location drives 
global production is to consider the advantages that 
a firm seeks in any given place. Some of these advan- 
tages will be obvious—natural resources, new mar- 
kets, or low-cost labour—but they may also involve 
factors that relate to the culture, language, or politics 
of a particular region. These motivating drivers of in- 
vestment are the location-specific advantages of Dun- 
ning’s ‘eclectic’ paradigm: a firm will invest abroad 
(assuming that there are benefits to internalization) in 
order to access the immobile resources of a particular 
place. A similar emphasis on the advantages inherent 
in a particular location is at the core of Michael Por- 
ter's (1990) concept of a firm’s ‘home base’. The home 
base consists of factors of production (and particu- 
larly specialized factors such as educational systems, 
technology and innovation systems, and infrastruc- 
ture); demand conditions (the quality and quantity of 
the home market); related and supporting industries 
that are internationally competitive; and the national 
circumstances and context that influence the strategy, 
structure, and competitive practices of local firms. 
‘The interaction of these four attributes (what Porter 
calls the “diamond of national advantage’) leads to 
the creation of geographically concentrated clusters 
of competitive strengths that are mutually reinforc- 
ing. One of the greatest advantages of a multinational 
firm, according to Porter (1990: 60), is that it has the 
advantage of being able to combine the strengths of 
its own home base with other locations in its global 
network; at every stage of the value chain, a global 
firm can decide where to locate activities, to maximize 
the benefits of its global reach. If global value chains 
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are the means of connecting a network of far-flung.ca- 
pabilities, the key then becomes a case of understand- 
ing why certain locations will vary in their ability to 
develop particular capabilities 

The traditional approach of comparative political 
economy has been to focus on the nation state, and 
to explain economic outcomes as a result of the re- 
lationship between domestic state institutions, pat- 
terns of industrial policy, and social actors. Successive 
generations of this approach analysed how national 
institutional structures responded to the challenges 
of economic adjustment in the advanced capitalist 
world (Katzenstein 1978, 1985; Schmitter and Leh- 
bruch 1979; Zysman 1984). The most recent approach 
in this tradition has focused on systematic differences 
in the way that national economies are organized 
(Hall and Soskice 2001). Firms must coordinate ac- 
tivities with a range of economic actors—investors, 
other firms (suppliers and clients), the organizations 
that represent workers, and their own employees (in 
particular)—and firms that operate in liberal market 
economies will have very different characteristics and 
strengths from firms that operate in coordinated mar- 
ket economies (see Hay, Chapter 11 in this volume). 
This ‘varieties of capitalism’ approach assumes that 
‘the most important institutional structures—notably 
systems of labour market regulation, of education 
and training, and of corporate governance—depend 
on the presence of regulatory regimes that are the 
preserve of the nation-state’ (Hall and Soskice 2001: 
4). The result is a stark departure from the traditional 
perspective of economics on comparative advantage 
because the advantages of a particular location are 
not endowed by nature, but are the result of a com- 
plex constellation of interrelated institutions. Firms 
in a liberal market economy, for example, may have 
an advantage in activities that emphasize radical inno- 
vation; firms in a coordinated market economy may 
have an advantage in activities that require incremen- 
tal innovation and manufacturing excellence. The key 
point from the perspective of global production is that 
multinational firms have the potential to access the ad- 
vantages of all systems, and in doing so they can com- 
pensate for weaknesses at home. 

‘Although national institutions are clearly important 
in shaping general patterns of economic coordination 
within an economy, an exclusive focus on the nation 
state as the unit of analysis can obscure as much as 
it reveals. There is increasing evidence that, as Anwar 
Shah and Theresa Thompson (2002: 5) of the World 





Bank put it, ‘nation-states are too small to tackle large 
things in life and too large to address small things’. Na- 
tional governments do not have the same degree of 
autonomy to shape their national economies as they 
did in the past. As Colin Hay explains (Chapter 11 of 
this book), the extent to which globalization forces 
states to converge on a single economic model is the 
subject of fierce debate, While the resilience of dis- 
tinct ‘varieties’ of capitalism is debated, few would 
question that nation states are increasingly aware 
of the international constraints on their economic 
policies. National governments that do not take into 
account international capital markets and foreign in- 
vestors before making policy changes, for example, 
do so at their peril. At the same time as national gov- 
ernments are operating under greater constraints, 
decentralization—the process of devolving political, 
fiscal, and administrative powers to subnational units 
of government (Burki et al. 1999)—has been one of 
the dominant economic and political trends since the 
1980s. ‘This move towards decentralization started in 
advanced industrial nations, where free-market policy 
reforms were accompanied by a ‘devolution revolu- 
tion’ that transferred authority and resources from 
central to local governments, and the approach was 
transferred to the developing world by the World 
Bank and development NGOs (Snyder 2001: 93). 

‘The importance of regional economies is certainly 
not surprising to multinational firms that are seek- 
ing to access the best capabilities across the globe. 
If a firm wants to access high-tech capabilities in the 
United States, for example, the most capable firms are 
not scattered at random: they are clustered in places 
such as Silicon Valley in California; Route 128 outside 
Boston; or the Research Triangle in North Carolina. 
Why are national economic systems composed of 
disparate regional economies (Marshall 1920; Nadvi 
and Schmitz 1998)? One set of explanations focuses on 
the ability of firms in an industrial cluster to minimize 
transaction costs and maximize their share of special- 
ized labour markets. For firms interested in design and 
technology, it is easier to identify new technologies 
and market trends; the flow of personnel between 
firms helps to disseminate knowledge; there is better 
access to highly specialized types of labour; and there 
may be better access to capital and other key inputs in 
a technology cluster (McKendrick, Doner, and Hag- 
gard 2000: 46). For firms involved with manufacturing 
and operations, there are also benefits to agglomera- 
tion, although they are slightly different. Firms will 





benefit from lower transport costs and reduced trans- 
port times; greater economies of scale; a greater abil- 
ity to increase production rapidly; specialized pools of 
labour; better ability to monitor and coordinate with 
suppliers; and a greater ability to monitor and imitate 
the competition (McKendrick, Doner, and Haggard 
2000: 46). A second (and not competing) set of expla- 
nations focuses on the political and economic char- 
acteristics of a particular region. In an era in which 
decentralization is a dominant political and economic 
trend, increasingly itis local institutions that help firms 
overcome the coordination problems of development 
(Thun 2006). The patterns of association in a region, 
types of intergroup relations, political representation, 
and forms of economic governance (both in the pre- 
sent and in the past) create different opportunities and 
constraints for economic actors, and these differences 
help to explain divergent economic outcomes within a 
single national economy (Locke 1995; Herrigel 1996). 


KEY POINTS 


‘+The activities within global value chains can be governed 
by a range of mechanisms, including market coordination, 
various forms of network coordination, and hierarchical 
‘coordination. The form of value chain governance & a key 
determinant of how power and profits are distributed 
among the key actors within the value chain, 


“+ According to Dunning’ eclectic paracigm. firms will 
‘engage in FDI when there are firm-specific advantages. 
location-specific advantages, and advantages of 
internalization. 

‘Gereffi et ol. argue that the organization of a global value 
chain will vary according to the complexity of inter-firm 
transactions, the degree to which this complexity can be 
codified, and the extent to which the suppliers have the 
‘capabilities needed to meet the requirements of the buyers. 

‘+ When considering where to locate different parts of the 
value chain, firms must consider the cost of production 
and the competitive strengths and weaknesses of both 
rations and regions. 











China as the world’s factory 


‘There is no better place to analyse the trends in global 
production than China; the rise of China as an eco- 
nomic power has corresponded with the globalization 
of manufacturing. In the three decades since China 
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began to make the transition to a market economy, 
the country has come to dominate world manufactur- 
ing, and the impact of this manufacturing juggernaut 
is difficult to ignore. China has a significant impact on 
the global prices of the inputs it sucks in to fuel its eco- 
nomic growth (even to the extent that manhole cov- 
ers and highway railings disappear from countries on 
the other side of the world when Chinese commod- 
ity prices create the incentive for thieves to sell scrap 
metal) and the global price of the outputs it manufac- 
tures. Increasingly, it is not only the most important 
source of manufactured goods, itis also the most im- 
portant market. 

‘The impact of China on global manufactur- 
ing is difficult to overstate. From the perspective 
of economies that compete with it, the situation is 
often portrayed as grim. In 2013, the United States 
recorded a trade deficit in goods of $318.4 billion 
with China, accounting for 46.3 per cent of the 
overall US goods trade deficit in that year, and when 
factories close in the United States and workers 
lose their jobs, China is an obvious target of politi- 
cal wrath (http: / /www.ustr.gov/countries-regions/ 
china-mongolia-taiwan). 

From the perspective of multinational firms, how- 
ver, the situation is very different. Although it is not 
the common understanding of the term, China is the 
“world’s factory’ in the sense that much of the world’s 
factories are operating in China; China's trade per- 
formance is as much a testament to foreign compa- 
nies that have invested in manufacturing operations 
in China as they are an indication of the strength of 
Chinese-owned companies. The country received 
USS129 billion in FDI in 2014, more than any other 
country in the world, and it has been a leading desti- 
nation for foreign firms for decades (UNCTAD 2015h: 
5); for reasons why Chinese FDI figures may be con- 
siderably overstated in official statistics, see Raven- 
hill 2006a: 661). These foreign-invested factories 
play a key role in Chinese manufacturing: over half 
of all Chinese exports are from foreign-invested fac- 
tories, and over 80 per cent of technology-intensive 
exports are from foreign-invested factories (Rosen 
2003: 22; Koopman 2008). Multinational firms ben- 
fit from Chinese production both when they invest 
in manufacturing facilities and when they outsource 
production to factories that produce in China (both 
foreign- and Chinese-owned). Consumers benefit 
from the low price of manufactured goods that are 
exported from China. 
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Location and global production 


‘The patterns of foreign investment in China reflect 
the complex interaction of the multiple levels of loca- 
tion within which a multinational firm operates—the 
regional, the national, and the local—and the efforts 
of both firms and governments to balance concerns 
of efficiency, equity, and sovereignty in this highly dy- 
namic process, 

First, and most obviously, the investment flows have 
led to the integration of national economies in the re- 
gion. In fact, it is more accurate to speak of China as 
a regional production base than a national production 
base, When China began to reform its economy at the 
end of the 1970s, a development approach that em- 
phasized foreign investment had the benefit of allow- 
ing the leadership to avoid the ideologically sensitive 
issue of whether to allow private-sector investment 
within China, and it created the opportunity for China 
to acquire technical and managerial skills rapidly from 
foreign firms. Special economic zones were located 
initially in the mainland provinces that were across 
from Taiwan and Hong Kong—the primary sources 
of investment during the 1980s—and as preferential 
policies were gradually expanded to include the entire 
coastal region of China, Japan and Korea became im- 
portant sources of investment as well. These countries 
did not transfer entire industries to China; they trans- 
ferred the labour-intensive activities to China, and the 
subsidiaries established then imported higher value- 
added components from their home country. 

The extent of regional integration is reflected in a 
dramatic increase in intra-industry trade between 
1990 and 2005, the period when Asian countries were 
rapidly transferring their manufacturing operations 
to China, The percentage of the electronics trade 
between Japan and China that consisted of compo- 
nents increased from slightly over 10 per cent in 1990 
to almost 60 per cent in 2005 (METI 2006: 25). It was 
estimated that two-thirds of the inputs for China’s pro- 
cessing activities come from Hong Kong, Japan, Korea, 
and Taiwan (Ravenhill 2006a: 670). As a result of this 
intra-industry trade, the United States’ trade deficit is 
with East Asia as a whole rather than with China: the 
high-wage economies export components to China 
for final assembly, and then the finished goods are ex- 
ported to the United States. In 2003, China had a large 
trade surplus with the United States (about $125 bil- 
lion), but an almost equally large deficit with its Asian 
trading partners (about $99 billion) (Hufbauer and 


Wong 2004: 3). In trade statistics, a good that is shipped 
from China to the United States appears as an import 
from China even though the value added in China may 
be as little as 20-40 per cent (Ravenhill 2006a: 669). 

‘The formation of these regional networks was 
driven by high costs in the countries that surrounded 
China, and facilitated by advances in technology. 
‘The production process in a garment factory, for ex- 
ample, is distinctly low-tech and labour-intensive—a 
factory consists of rows of women sitting at sewing 
machines—but the linkages between different parts of 
the garment value chain can be very high-tech, and 
these linkages create the opportunity to manage off- 
shore production networks more effectively. Until the 
early 1980s, for example, textiles and garments were 
‘Taiwan's number one export (Gee and Kuo 1997: 52). 
During the 1980s, however, the rising cost of labour 
in Taiwan and a strengthening currency decreased 
‘Taiwan's competitiveness, and led Taiwanese firms 
either to upgrade into higher value-added activities 
or to move production overseas, Taiwan's apparel and 
accessory exports peaked in 1987 (at $5 billion), and 
then began a rapid decline as firms moved manufac- 
turing to low-cost regions such as China (Gereffi and 
Pan 1994: 130-1). The result is what Gereffi and Pan 
call a triangular manufacturing system (see Box 7.2): 
a foreign buyer places orders with a Taiwanese firm 
with which it has had a long-term relationship; this 
firm then issues the manufacturing orders with off- 
shore factories (that it either owns or contracts); and 
the final goods are then shipped to the foreign buyer 
(Gereffi and Pan 1994: 127). 

At the same time that East Asia is a regional econ- 
omy with manufacturing networks that cross national 
borders, local economic clusters are extraordinarily im- 
portant in China. The factories of particular town- 
ships and villages will often specialize in a particular 
product, and then dominate world markets. For exam- 
ple, 80 per cent of the world’s metallic-shell lighters 
come from the city of Wenzhou in Zhejiang province. 
Not far away, in the town of Qiaotou, 700 family-run 
factories produce 15 billion buttons and 200 million 
metres of zippers a year—again, they are the world 
leaders (Watts 2005; China News Digest 2006). Qingxi 
Township in the southern city of Dongguan special- 
izes in PC production, and has become so important 
in the production of monitors, motherboards, key- 
boards, and PC boxes that the deputy director of IBM 
Asia remarked that ‘If there is a traffic jam between 
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Triangular Manufacturing 


‘Are companies always looking for low-cost labour? Not 
necessarily, The garment and apparel sector is a dassic example 
of a labour-intensive industry, but actual decisions on where to 
locate production involves complex calculations of labour costs, 
‘quotas, and proximity to market. TW Industries, a Taiwanese 
‘garment manufacturer, is atypical example of a triangular 
‘manufacturing network (a pseudonym has been used to 
protect the confidentiality of an actual firm the example is 
‘from Thun 2000). ts major customer is Gap, and because the 
‘two firms have a long history of working together, Gap 
continued to maintain its relationship with TW even after most 
Taiwanese garment manufacturing had relocated to less 
expensive regions. TW maintains its headquarters and one 
factory in Taiwan, and has a network of factories in China, 
Indonesia, and Cambodia. 


‘The production process at TW begins when Gap uses a 
Ccomputer-asssted design system to send the master garment 
patterns via the internet to TW headquarters. The local factory, 
although high-cost, is maintained to make samples—the 
workers are highly dependable and turnaround is quicker-—and 
‘these samples are sent back to Gap via express mail When the 
sample is approved, the headquarters must decide where to 
locate the production run. First the cost of production is 
‘obviously important. In addition to the Taiwanese factory. TW 
has factories in China, Indonesia, and Cambodia, and wages vary 
considerably The monthly wages for a worker are $800 per 
month in Taiwan, $100 in a coastal province of China, $30-$40 
in Indonesia, and $50-$60 in Cambodia. The cost of production 
isa combination of labour cost and productivity, of course, and 
‘the latter varies as well, Using the Taiwan productivity rate as an 
index of 100, China isa 95, Indonesia 40-45, and Cambodia 55— 
60, Second, politics plays a key role in location decision. Prior to 
‘the elimination of the Multifiber Arrangement in 2005, 
‘TW had to be sure to locate production in countries that had 
‘the quotas necessary for the final markets. Even after these 
quotas Were eliminated, TW seeks to have a geographical 
distribution of production faites in order to protect itself 
from the risk of new tariffs and quotas. Finally the proximity to 
market is critical. Because clothing is influenced by fashion and 
trends, it can be extraordinarily time-sensitive. Much lke a fruit 
Cor vegetable that will lose its value as t ages on a grocers 
shelves, apiece of clothing that is yesterday's fashion must be 





‘marked down dramatically in price. As a result, speed to market 
is absolutely crtical saving a few cents on labour costsisa 
pyrrhic victory ifit causes a firm to missa trend and the product, 
fends up in a discount outlet rather than a department store 
splay case. The calculation will vary by product: it continues to 
‘make sense to produce high-fashion items in high-cost areas 
such as New York or Los Angeles; relatively fashionable items 
willbe produced in regions where they can get to market 
‘quickly (Mexico and low-cost regions of Europe are only hours 
away from major markets); and relatively stable items (such as 
imeris tee shirts and underwear) willbe produced wherever 
costsare lowest. 


‘Managing the technology ofthe production network is of critical 
importance. Given the fashion sensitive nature of much of the 
business retailers want to keep inventories low. Infact, the ideal 
would be to havea factory behind the store, because this would 
allow the retailer to make each item of clothing ait is purchased, 
twould be possible to expand production when it became 
apparent that an item was becoming popular, and stop 
production of tems that were not seling—discounting would 
never be needed. Obviously this is not possible, but retalers try 
‘to use information technology to keep their inventories low and 
‘their supply chains as lean’ as possible. The objective of lean 
retailing isto reduce the risk of selling a perishable good by 
continuously adjusting the supply of products offered to 
consumers at retail outlets so as to match the actual level of 
market demand (Abernathy et al. 1999:55). Bar code and 
scanning technology wil track sales at a retail store, for example, 
and ths information wil be sent to a distant factory at the close 
‘of business. The factory will nt only manufacture the new 
clothing, but will place it on hangers, complete with price tags, 
and then air freight it back to the retail store. In some cases, the 
buyer is able to use specialized software systems and the 
internet to track the progress of an order through each stage of 
the production process. 

“The increasingly high-tech nature of the industry creates: 
‘opportunities for Taiwanese firms because the emphasis of the 
savings on labour costs (a primary weakness of the Taiwanese at 
home) to more effective management of the production 
network and the consequent abilty to match supply to market 
demand more effectively (a potential strength of Taiwanese 
firms vs-3-vs companies with lower labour costs). 








Dongguan and Hong Kong [where the port is lo- 
cated], 70 per cent of the world's computer market 
will be affected’ (Enright, Scott, and Chang 2005: 62). 
Similar clusters can be found for bicycles, domestic 


appliances, furniture, plastic flowers, air-conditioners, 
and shoes—virtually any product imaginable, 

The formation of these clusters is partly the result 
of a natural tendency on the part of firms to seck 
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agglomeration economies, but government policy 
also played a key role, Over the course of the reform 
period in China, the central government gave increas- 
ing autonomy to local governments to shape their 
‘own economic policies, and gave them fiscal incen- 
tives to do so successfully (Oi 1992). The slate with 
which local governments had to work, however, was 
not a clean one: the economic history, the structure 
of government institutions, and the types of firms in 
a region created different sets of possibilities for dif- 
ferent places, Small and entrepreneurial firms in Zhe- 
jiang province benefited from a local government that 
supported (or at least did not obstruct) private-sector 
firms and the lack of competing state-owned enter- 
prises (Whiting 2001). Firmsin capital and technology- 
intensive industries in Shanghai benefited from a local 
government that invested heavily in firm development 
and guided the process of technology transfer from 
foreign-invested enterprises. Light industrial firms in 
Guangdong province took advantage of local policies 
that favoured exporting and foreign investment from 
ethnic Chinese networks. In a decentralized economy 
environment, the role of local policy is as important 
as national policy in shaping the framework of op- 
portunities and constraints within which firms must 
operate. 

‘The competitive pressures that lead to regional in- 
tegration in East Asia, and the opportunity to access 
world-class and inexpensive manufacturing capabili- 
ties in the various industrial clusters of China creates 
strong pressure on the national ‘varieties of capitalism’ 
of multinational firms that invest in China. As Hay 
points out in Chapter 11, there is no topic in the field 
of global political economy that is more controversial 
than whether global capital, trade, and investment 
flows are leading towards a convergence of national in- 
stitutions. This debate has a corollary in the literature 
on global production: when multinational firms and 
their suppliers move abroad, do they preserve certain 
characteristics of their home country? The character- 
istics of Japanese production networks, for example, 
are commonly perceived to be relatively closed when 
compared to American production networks—a re- 
sult of the preferential trade relationships and cross- 
shareholding within Japanese corporate groups and 
longterm relationships between management and 
labour—and these characteristics have been seen as 
surprisingly durable when transferred abroad. The 
overseas subsidiaries of Japanese companies are less 
likely to employ local managers, less likely to rely on 


local sourcing (except when Japanese affiliates were lo- 
cated in the local economy), and less likely to transfer 
research and development activities to overseas affili- 
ates (Encarnation 1999; Ernst and Ravenhill 2000; Solis 
20032). According to this viewpoint, ‘firms involved 
in global competition begin their lives under very 
different legal, social and political environments and 
histories ... [and] while firms from different nations 
may eventually converge on some best practice, con- 
vergence may not happen quickly or automatically” 
(McKendrick, Doner, and Haggard 2000: 9; see also 
Borrus and Zysman 1997). The durability of national 
foundations leads to unique corporate strategies, and 
alternate strategies lead to variation in the form of the 
production networks that bind regions together. 

In China, both the durability of national approaches 
to investment and the intense pressures on these ap- 
proaches are visible in the patterns of Japanese invest- 
ment. When Japanese firms began to manufacture 
in China, for example, there was a strong tendency 
to continue to rely on Japanese suppliers. During the 
1990s, the bulk of Japanese investment in China fol- 
lowed a predictable pattern: the objective of Japanese 
firms was to lower costs, and, in keeping with the con- 
cept of a regional hierarchy, production was moved 
to China but core components and design continued 
to come from Japanese firms. Because the focus of 
these firms was on export markets, the drive to lower 
costs could not be at the expense of quality, and it was 
easier to maintain quality standards while using tried- 
and-true suppliers. Over time, Japanese firms became 
more focused on the Chinese market and were forced 
to compete with low-cost Chinese firms and Western 
firms that were heavily taking advantage of low-cost 
suppliers. Gradually, the Japanese supply networks 
began to loosen. The extent to which Japanese pro- 
duction networks open to non-Japanese firms varies 
both by firm and industry, and they continue to be 
far more closed than other national networks, but 
the trend is an important one. As Dieter Ernst argues 
(2006: 183), it signals the end of an unequal division 
of labour in East Asia, one in which the higher value- 
added activities and technology remain in Japan, and 
only the labour-intensive activities move offshore, the 
beginning of a complex process of ‘hybridization’ of 
national production networks (Ernst and Ravenhill 
2000: 242). 

‘The industrial clusters of China represent a particu- 
larly pure version of globalization of production— 
they consist not of local firms that have developed 


slowly over time, but are composed primarily of 
highly competitive foreign firms that have co-located 
in China and feed off of each other's strengths—and 
this puts pressure on ties that were formed in the less 
competitive context of the home country. 

The most recent phase of China’s development 
process reflects the highly dynamic nature of global 
production: the same problems that led Taiwanese 
firms to relocate to mainland China in the 1980s—a 
strengthening currency and the increasing cost of la- 
bour—are now beginning to threaten the competitive 
advantage of firms in mainland China. Since 2001, 
‘wages in China's manufacturing sector have increased 
by an average of 12 per cent a year, and the strength of 
the currency is at an all-time high. 

When a consideration of rising manufacturing 
cost in China is combined with other variables—e.g. 
transport costs, duties, the degree of labour content 
ina product, speed to market—firms begin to rethink 
the location of their manufacturing network. Firms 
that are labour intensive, mass producing, and mo- 
bile will search for the next source of low-cost labour 
(e.g. garments). Other firms will be concerned about 
labour costs, but the strength of the industrial clusters 
in China and the agglomeration effects will continue 
to outweigh rising costs. These firms will stay. There 
will also be those firms that move back to developed 
‘economies such as the US, given that differences in 
labour costs (particularly when adjusted for differ- 
ences in productivity) are decreasing. The labour cost 
of equipment manufacturing is often as low as 5 per 
cent of total costs, and firms such as Caterpillar (con- 
struction equipment), NCR (ATM machines), and 
Ford (cars) have moved some production back to the 
US, Companies with products that have high shipping 
costs relative to value (e.g. plastic coolers, reftigera- 
tors, washing machines, lange-screen televisions) or 
products for which speed to market is important (i.e. 
high-end garments) have also rebuilt capacity in the 
US. In a world of footloose global production, invest- 
ment can flow out as fast as it flows in. 


Governance and upgrading 


‘The spectre of rising costs in China has created fears 
in Beijing of a ‘middle-income trap’. When a develop- 
ing country is able to compete on the basis of low- 
cost, growth is rapid and incomes begin to rise. As 
‘wages rise, firms are no longer able to compete with 
lower-cost producers and they must either make the 
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transition into higher value-added products or risk 
being trapped at the middle-income level. 

Will Chinese firms be able to upgrade their capa- 
bilities and move into higher value-added activities? 
Within China, the extent of the country’s participa- 
tion in global value chains has been a point of con- 
troversy. Although advocates of openness argued that 
foreign investment would ultimately increase self-reli- 
ance, as Chinese firms gained technology and mana- 
gerial capabilities, sceptics claimed that Chinese firms 
‘were not capturing the gains from their participation 
in global production networks. In the wake of the 
rapid increase in inward FDI flows in the mid 1990s, 
the Economic Daily (Jingji Ribao), an authoritative eco- 
nomic paper in China, ran a series of articles that were 
highly critical of the impact that foreign investment 
was having on Chinese firms. Openness was not in- 
herently bad, the commentary argued, ‘but looking 
across the countries of the world, [we sec] that open- 
ing up definitely cannot be without certain principles 
and certain limits’. It is important to ‘pay attention to 
protecting national industries’, the paper concluded 
(Fewsmith 2001: 173-4). 

‘Theres evidence to support this scepticism. In 2010, 
for instance, an iPhone 4 that retailed for $600 was 
manufactured in China by Foxconn, but only an esti- 
mated $6.53 (3.4 per cent) of the total factory price of 
$194.04 was added in China (OECD and WTO, 2012). 
‘The bulk of the cost ($187.51) came from imported ma- 
terials and components, primarily from South Korea, 
Germany, Taiwan, and the United States. Apple, which 
provided design and marketing, profited the most. In 
short, the activities which required innovation and 
knowledge, and which are extremely difficult to imi- 
tate, take place outside of China; the activities which 
are labour-intensive and high volume take place inside 
China. Given the demands this places on labour and 
the rising cost of Chinese labour, not only did Chinese 
firms gain litle from the production of the iPhone, in- 
creasing wages and the rising expectations of Chinese 
workers meant that even the location of the assembly 
activitiesin China might eventually move out of China. 

In the automotive industry, the Chinese govern- 
ment utilized every weapon in its arsenal to utilize 
FDIasa means of promoting national firms, including 
forcing foreign firms to form joint ventures, transfer 
technology, and localize the sourcing of components, 
but success has still been limited: no Chinese firm has 
‘emerged as a major auto manufacturer in its own right 
(Thun, 2006). As in the case of the iPhone, the high 
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cost of product development in the industry and the 
rapid advance of technology create high barriers to 
entry in the industry. Assembly firms such as Volkswa- 
gen (VW) and General Motors (GM) group products 
around common underbody platforms, outsource the 
design and production of large modules of the car to 
global suppliers, and then rely on these firms to sup- 
ply the modules wherever in the world they decide to 
assemble the vehicles (Humphrey and Memedovic, 
2003). Global platforms spread the costs of develop- 
‘ment more widely by creating greater economies of 
scale for each model, and outsourcing passes a good 
portion of the design burden for individual modules 
on to the supply firms. These same characteristics, 
however, make it very difficult for a local supply firm 
to become an upper-tier supplier in the network of a 
multinational firm (Humphrey and Memedovic 2003). 
Tier one global suppliers (e.g. such as Bosch, Denso, 
and Visteon) are often as large and powerful as their 
customers (e.g. firms such as VW and GM), and they 
must be able to cooperate on the design of new mod- 
ls with the assemblers. Unless they have foreign part- 
ners, local firms generally play a role only in the lower 
tiers—hardly an unusual outcome in developing coun- 
tries (Humphrey and Memedovic, 2003) 

Although there is evidence of familiar obstacles, 
China also gives evidence of a profound change in 
global production. The global value chain literature 
has traditionally assumed that the endpoint of the 
value chains—the final markets—are in the developed 
world and this shapes the nature of the upgrading 
challenge that local firms face. In a buyer-driven chain, 
for example, the core competencies of the lead firms 
are marketing, sales, and retail. Firms from developed 
markets could dominate these powerful positions in 
the value chain because they had the best understand- 
ing of their home markets. A firm from a developing 
country such as China is at a distinct disadvantage if it 
wants to create a brand that can compete with Nike 
in the United States. In a producer-driven chain, the 
core competencies of lead firms are technology and 
design. Again, developed markets demand the most 
advanced technology and design and this is the ad- 
vantage of global firms. As Hubert Schmitz (2007: 
420) has argued, the firms from developing countries 
faced both a marketing gap and a technology gap, and 
‘overcoming these shortcomings was the challenge of 
development. 

Global value chains are increasingly being turned 
around, however, and their endpointsare in developing 


countries such as China. China, for instance, is now 
the largest market in the world for a wide variety of 
products, including beer (surpassing the US in 2002), 
automobiles (surpassing the US in 2009), food and gro- 
ceries (surpassing the US in 2011), and smart phones 
(surpassing the US in 2011). This shift has the poten- 
tial to drastically alter the upgrading challenges facing 
Chinese firms (Brandt and Thun 2010). For products 
that are technology intensive, the ‘technology gap’ 
confronting a local firm will be smaller than in export 
markets because a market with a lower average in- 
come level may prioritize features other than techni- 
cal sophistication. A first-time car buyer in China, for 
instance, might be satisfied with “good enough’ qual- 
ity and fewer features if the price is reasonable. Simi- 
larly, the “marketing gap’ that local firms face when 
exporting to developed economies will largely disap- 
pear when they focus on their domestic market. A for- 
ign firm with powerful brands will continue to have 
strong advantages, but domestic firms might have a 
superior understanding of what the consumers want 
and how to reach them. In short, there will be cases 
when it is the foreign firm that faces a marketing and 
technology gap. 

‘The extent to which the domestic market will cre- 
ate an advantage for domestic firms will vary by prod- 
uct, but it seems to be particularly important when 
there is a full range of market segments (Brandt and 
Thun 2016). The low-end market provides domestic 
firms with a segment that is naturally protected from 
higher-cost foreign firms, creating the space for these 
firms to develop capabilities and increase volumes. 
‘The size of the low-end segment also drives foreign 
firms to localize their activities (e.g. design and pur- 
chasing) in an effort to lower their cost structures 
and compete. Rather than use local suppliers only for 
commodity parts in the lower tier of the value chain, 
the foreign assembly firms begin to work much more 
closely with local suppliers because they are reliant on 
their low-cost capabilities (i.e. a shift from market to 
relational governance in the value chain), Each suc- 
cessively higher market segment provides domestic 
firms with the knowledge and the incentives that 
drive domestic upgrading. In both telecom equip- 
ment and construction equipment, for instance, do- 
mestic firms first dominated low-end segments which 
foreign firms were either ignoring or unable to com- 
pete in, and then gradually upgraded their capabilities 
until they were able to compete with global firms in 
all segments. 





KEY POINTS 


+ Since the early 1980s, China has become a manufacturing 
powerhouse, and one of the world’s leading destinations 
for FDI, 

+ Chinas a regional production base in the sense that a large 
proportion of its exports involve the processing trade: 
(China imports higher-value goods from its more advanced 
‘neighbours, assembles these components into finished 
goods, and then exports these goods to final markets. 

‘+ The growth of market demand in China creates new 
‘upgrading opportunities for domestic firms. 





Conclusion 


Firms have long been a product of their immediate 
geography. They have always been shaped strongly 
by the regulatory and legal institutions of the states 
within which they are formed, the inputs available 
to them (human capital, raw materials, and compo- 
nents), and the nature of the markets within which 
they compete. The intensity of these constraints has 
varied over time, however. As early as the seventeenth 
century, firms were looking to distant countries for 
raw materials not available at home. In the early twen- 
tieth century, they began to relocate (and replicate) 
manufacturing activities in major foreign markets in 
order to escape protectionist trade barriers. Foreign 
production has been commonplace for centuries. 
What is new in the current era of globalization is that 
geographical dispersion no longer precludes global in- 
tegration, Firms are able to break up their value chain 
in ways that were not previously possible, make a de- 
cision about where each particular activity should be 
located, and then integrate these far-flung activities 
with advanced technologies. 

‘The globalization of production creates opportuni- 
ties and challenges for both developing and developed 
‘economies. From the perspective of developing econ- 
‘omies, the massive flows of foreign investment and 
the increased willingness of multinational firms to 
‘outsource production has create a range of opportuni- 
ties that were not previously present. Under the right 
circumstances, multinational firms are willing to take 
offshore not only the labour-intensive activities that 
have traditionally gone to the developing world, but 
also the higher value-added activities. There are two 
significant caveats, however. First, the flows of FDI are 
highly concentrated (and multinational firms often 
display a strongly herd-like mentality). Countries with 
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seemingly ideal investment climates can find them- 
selves, through no fault of their own, without any 
investment. They might be too small; there might 
be a shortage of supporting industries and suppliers; 
they might not be easily accessible; or they might be 
located in what is otherwise a rough and dangerous 
neighbourhood. This problem is particularly harsh, of 
course, because private investment flows have largely 
replaced official sources of investment capital. In this 
environment, the poorest countries may easily find 
themselves worse off than in the past. Second, in those 
cases that are blessed with high rates of inward FDI, 
the gains for the domestic economy are far from guar- 
anteed. Few countries are in as favourable a position as 
China to cope with the challenges of FDI, and yet even 
China continues to struggle with maximizing the ben- 
efits of foreign investment for indigenous firms. Indig- 
enous Chinese firms often find themselves locked in 
a downward competitive spiral: because they usually 
compete in areas with low barriers to entry, competi- 
tion is intense and profit margins thin, and they often 
have little to invest in research and development. State 
policy is critical, particularly the support that is given 
to local firms, but it must be more nuanced than in the 
past—investment that flows in can just as easily flow 
‘out when host governments impose conditions that 
are too onerous. Rather than strong-arming multina- 
tional firms into transferring technology and utilizing 
local suppliers, itis far more effective (and more dif- 
ficult) to create a policy environment that will support 
the development of the capabilities that multinational 
firms are secking in their supply base. 

From the perspective of developed economies, the 
globalization of production allows firms to choose a 
la carte from a global menu of production sites. No 
longer constrained by the limitation of having to con- 
duct all activities in one particular geographical set- 
ting, the parts of the value chain can be broken up 
and located separately, according to the competitive 
needs of any particular activity. This allows a firm to 
compensate for weaknesses in their home base with- 
cout completely abandoningit. Although the hope is al- 
ways that the higher value-added activities will remain 
at home, the danger is that the outflow will be too 
great anda hollowed-out economy will be left behind. 
In the case of the regional production networks of 
East Asia, the fears of hollowing-out in the advanced 
economies that surround China have not yet been re- 
alized. Quite the contrary, in fact—the combination of 
the growing Chinese market and the increase of im- 
ports of high value-added components into China has 
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been an economic engine for the region. The gains, 
however, are not evenly distributed. It is the small and 
medium-sized enterprises in an economy that have E 
the most difficulty in adjusting, and these are often the | ~ Miia sees soe ieee till 
firms that provide the bulk of employment at home. by aleceetr dream paser bier pein 
‘Trading relationships that appear to be mutually bene- ‘to attract FDI but unable to masimize the benefits for 
ficial in the aggregate can mask significant dislocation nae 
and, as in the developing countries, public policy must Silky daahegel condienibe ps 

is a " . gains from, 
focus on increasing the capacity of smaller firms to _slobalzation are not evenly distributed, and in the absence 
take advantage of the potential gains of globalization. Of effective public policy this imbalance creates the 
In the absence of balanced growth, the possibility of a possibility of a backlash against globalization. 
backlash against globalization is all too real. 
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The international monetary and financial system plays a central role in the global politcal economy. 
Since the late nineteenth century, the nature of this system has undergone several transformations in 
response to changing political and economic conditions at both domestic and international levels. The 
first was the collapse of the integrated pre-1914 international monetary and financial regime during 
the interwar years. The second transformation took place after the Second World War, when the 
Bretton Woods order was put in place. Since the early 1970s, various features of the Bretton Woods 
‘order have unravelled with the globalization of finance, the collapse of the gold exchange standard, 
and the move to a floating exchange rate regime among the major economic powers. These various 
‘changes have important political consequences for the key issue of who gets what, when, and how in 
the global political economy. 
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Introduction 


Itis often said that money makes the world go round. 
In this age of globalization, this saying appears more 
relevant than ever. International flows of money 
today dwarf the cross-border trade of goods. And the 
influence of these flows seems only enhanced by their 
unique speed and global reach. 

If money is so influential, itis fitting that it should 
have a prominent place in the study of global political 
economy. While perspectives vary enormously, schol- 
ars working on the political economy of international 
monetary and financial issues share the belief that the 
study of money and finance must embrace a wider 
lens than that adopted by most economists. 

Economists are trained to view money and finance 
primarily as economic phenomena. From their stand- 
point, money serves as a medium of exchange, a unit 
of account, and a store of value, while financial activ- 
ity allocates credit within the economy. These func- 
tions are critical to large-scale economic life, since they 
facilitate commerce, savings, and investment. 

Such descriptions of the economic role of money 
and finance are certainly accurate, but they are also 
limiting. Money and finance, after all, serve many 
political purposes as well (not to mention social and 
cultural ones). In all modern societies, control over 
the issuing and management of money and credit has 
been a key source of power and its distributional con- 
sequences have been immense. Consequently, the or- 
ganization and functioning of monetary and financial 
systems have rarely been determined just by a narrow 
economic logics but also by various political rationales 
relating to the pursuit of power, ideas, and interests 
(Kirshner 2003; Drezner and McNamara 2013). 

The interrelationship between politics and systems 
of money and finance is particularly apparent at the 
international level, where no single political authority 
exists, What money should be used to facilitate inter- 
national economic transactions and how should it be 
managed? What should the nature of the relationship 
between national currencies be? How should credit be 
created and allocated at the international level? The 
answers to these questions have profoundly important 
implications for politics, not just within countries but 
also between them. It should not surprise us, then, 
that they provoke domestic and international political 
struggles, often of an intense kind. 

This chapter highlights this point by providing 
an overview of the evolution of the international 


monetary and financial system since the late nine- 
teenth century. The first section examines how 
changing political circumstances, both internation- 
ally and domestically, during the interwar years 
undermined the stability of the globally integrated 
financial and monetary order of the pre-1914 era. 
The next section describes how a new international 
monetary and financial system—the Bretton Woods 
order—was created in 1944 for the post-war period, 
with a number of distinct features. The following 
three sections analyse the causes and consequences 
of challenges to that order which have emerged since 
the early 1970s with the globalization of finance, 
the collapse of the gold exchange standard, and the 
move to a floating exchange rate regime among the 
major economic powers. In the next chapter, Louis 
W. Pauly addresses another feature of the contem- 
porary international financial order: its vulnerability 
to crises. 


The fate of a previous globally 
integrated financial and monetary 
order 


Debates about contemporary economic globalization 
often note that this trend had an important precedent 
in the late nineteenth and early twentieth centuries. 
Thisis certainly true in the monetary and financial sec- 
tor (see McGrew, Chapter 10, and Hay, Chapter 11 in 
this volume). Cross-border flows of money increased 
dramatically in this earlier period and, according to 
some criteria, even surpassed those in the current 
era in significance for national economies. Some of 
these flows involved short-term capital movements 
that responded primarily to interest rate differentials 
between financial centres around the world, Others 
involved long-term capital exports from the leading 
powers. The United Kingdom, in particular, exported 
enormous amounts of long-term capital after 1870, 
sums that were much larger asa percentage of its na- 
tional income than any creditor country is exporting 
today (James 2001: 12). 

‘These capital flows were facilitated by the emer- 
gence of an international monetary regime that was 
also highly integrated, indeed, much more so than in 
the current period (Gallarotti 1995; Blytheway and 
Metzler, 2016). By 1914, the currencies of most in- 
dependent countries and colonized regions around 
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The Theory of the Adjustment Process 
under the International Gold Standard 


In theory, the international gold standard was a self-regulating 
international monetary order. External imbalances would be 
corrected automatically by domestic wage and price 
adjustments, according to a process famously described by David 
Hume: the ‘price-specie flow mechanism: f a country 
‘experienced a balance-of-payments deficit, Hume nated, gold 
exports should depress domestic wages and prices in sucha way 
‘that the countrys international competitive postion —and thus 
its trade position—would be improved. Hume's model assumed 
that most domestic money was gold coins, but the domestic 
monetary system of most countries on the gold standard during 
‘the late nineteenth and early twentieth centuries was dominated 
by fiduciary money in the form of bank notes and bank deposits. 





In this context, the monetary authority that issued notes and 
regulated the banking system had to simulate the automatic 
adjustments of the gold standard by following proper ‘rules of 
the game! In the event of a trade deficit it was expected to 
tighten monetary conditions by curtailing the tsue of notes and 
‘raising interest rates. The latter was designed not just to induce 
deflationary pressures (by increasing the cost of borrowing), but 
aso to attract short-term capital flows to help finance the 
payments imbalance while the underlying macroeconomic 
adjustment process was taking place. In practice, however, 
bistorians of the pre-1914 gold standard note that governments 
‘Sd not always follow these ‘rules of the game’, and the financing, 
of, and adjustment to, payments imbalances did not always take 
place in the automatic manner that the theory of the gold 
standard anticipated (eg, De Cecco 1974; Eichengreen 1985; 
Bryan 2010). 








the world were linked to the same gold standard 
(see Box 8.1). The result was a fixed exchange rate 
regime with an almost global reach. Indeed, some 
European countries went even further, to create re- 
gional ‘monetary unions’ in which the currencies 
of the member countries could circulate in each 
other's territory. A high-level international confer- 
ence was even held in 1867 to consider the possibil- 
ity of a worldwide ‘monetary union’ of this kind. 
As the scramble for colonies intensified after 1870, 
many imperial powers also often encouraged the 
circulation of their currencies in the newly acquired 
colonies during this period (Helleiner 2003: chs 6, 8). 
“These currency unions and imperial currency blocs 
made economic transactions within each union or 
bloc easier to conduct. 


The end of globalization 


‘What can we learn from this era in our efforts to un- 
derstand the political foundations of international 
money and finance? Perhaps the most interesting les- 
son is the fact that this globally integrated financial 
and monetary order did not last. In the contemporary 
period, globalization is sometimes said to be irrevers- 
ible. Studying the fate of this earlier globalization 
trend reminds us to be more cautious. In particular, 
it highlights the importance of the political basis of in- 
ternational money and finance. 


‘The first signs of disintegration came during the 
First World War, when cross-border financial flows 
diminished in Europe and many countries abandoned 
the gold standard allowing their currencies to fluctu- 
ate in value vis-a-vis each other. After the war ended, 
there was a concerted effort—led by the United King- 
dom and the United States—to restore the pre-1914 
international monetary and financial order, and this 
initiative was initially quite successful. Many countries 
rejoined the gold standard during the 1920s, and in- 
ternational capital flows—both short-term and long- 
term—resumed on a very large scale by the late 1920s 
(Pauly 1997: ch. 3). 

But this success was short-lived. In the early 1930s, 
a major international financial crisis triggered the 
collapse of both the international gold standard and 
international lending, contributing to what Harold 
James (2001) has called ‘the end of globalization’ in 
that era. The international monetary and financial 
system broke up into a series of relatively closed 
currency blocs. Within each bloc, international 
movements of capital continued and currencies 
were usually fixed in value vis-a-vis each other. But 
between the blocs, large-scale international lending 
diminished and flows of capital were often regulated 
tightly by new government controls (‘capital con- 
trols’). The value of currencies between the blocs 
also fluctuated considerably for much of the dec- 
ade and some governments introduced fully fledged 
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exchange controls which restricted private actors 
from converting the national currency into other 
currencies freely. 


Hegemonic stability theory 


‘What explains this dramatic change in the nature of 
the international monetary and financial regime? A 
prominent explanation within international political 
economy (IPE) scholarship attributes the transforma- 
tion to a change in the distribution of power among 
states within the international monetary and financial 
arena (see e.g. Kindleberger 1973). According to this 
hegemonic stability theory, the pre-1914 interna- 
tional financial and monetary regime remained stable 
as long as British hegemonic leadership sustained it. 
Before the First World War, the United Kingdom's 
currency, sterling, was seen to be ‘as good as gold’ and 
it was used around the globe asa world currency. Brit- 
ain was also the largest creditor to the world and Lon- 
don’s financial markets held a pre-eminent place in 
global finance, The United Kingdom's capital exports 
helped to finance global payments imbalances and 
they were usefully counter-cyclical; that is, foreign 
lending expanded when the UK entered a recession, 
thus compensating foreign countries for the decline 
in sales to the UK. During international financial cri- 
ses, the Bank of England is also said to have played a 
leadership role in stabilizing markets through lender- 
oflast-resort activities (see Pauly, Chapter 9 in this 
volume). 

After the First World War, however, the United 
Kingdom lost its ability to perform its leadership role 
in stabilizing the global monetary and financial order. 
‘The United States replaced it as the lead creditor to 
the world economy, and the US dollar soon emerged 
as the strongest and most trustworthy world currency. 
New York also began to rival London’s position as the 
key international financial centre. In these new cit- 
cumstances, the United States 
the kind of leadership role that the United Kingdom 
had played before the war. But it proved unwilling to 
do so because of isolationist sentiments and domestic 
political conflicts between internationally orientated 
and more domestically focused economic interests 
(Frieden 1988). The resulting leadership vacuum is 
blamed for the instability and eventual breakdown of 
the gold standard and integrated financial order dur- 
ing the interwar period. 





Hegemonic stability theorists criticize several 
aspects of US behaviour during the 1920s and early 
1930s. Its capital exports during the 1920s were pro- 
cyclical; they expanded rapidly when the US economy 
was booming, but then came to a sudden stop in the 
late 1920s, just as the growth of the US economy was 
slowing down. The collapse of US lending generated 
balance-of-payments crises for many foreign coun- 
tries that had relied on US loans to cover their external 
payments deficits. The United States then exacerbated 
these countries’ difficulties by raising tariffs against 
imports with the passage of the 1930 Smoot-Hawley 
Act. As confidence in international financial markets 
collapsed in the early 1930s, the US also refused to 
take on the role of international lender-of-last-resort, 
or even to cancel the war debts that were compound- 
ing the crisis. 


Changing domestic political conditions 


This interpretation of the evolution of the inter- 
national monetary and financial system from the 
pre-1914 period into the interwar period is not 
universally accepted (see e.g. Calleo 1976; Eichen- 
green 1992; Simmons 1994). A particularly impor- 
tant critique has been that the transformation of the 
international financial and monetary system was 
generated more by a change in the distribution of 
power within many states than between them. Ac- 
cording to this perspective, the stability of the pre- 
1914 international monetary and financial order was 
dependent on a very specific domestic political con- 
text: governments were strongly committed to the 
classical liberal idea that domestic monetary policy 
should be geared to the external goal of maintaining 
the convertibility of the national currency into gold 
ata fixed rate. 

This commitment stemmed not just from liberal 
ideology, but also from the fact that governments be- 
fore 1914 were less responsive to domestic popular 
pressures. Deflationary policies required to maintain 
the fixed currency peg in the face of a trade deficit 
or capital outflows could be very painful for domes- 
tic groups, particularly the poor whose wages were 
forced downwards (or who experienced unemploy- 
ment if wages did not fall). These policies were po- 
litically viable only because many low-income citizens 
had little voice in the national political arena. In most 
countries, the electoral franchise remained narrow 
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before 1914. In many countries, central banks were 
not even public bodies in this period, and in colonial or 
peripheral regions, foreign interests often controlled 
monetary authorities. 

After the First World War, the domestic political 
order was transformed in many independent states. 
The electoral franchise widened, the power of labour 
‘grew, and there was increasing support for more in- 
terventionist economic policies. These changes gen- 
erated political pressures for monetary policy to be 
geared more towards domestic goals, such as address- 
ing domestic unemployment, rather than the goal of 
maintaining external convertibility of the currency 
into gold. As governments ceased to play by the ‘rules 
of the game’, the ‘self-regulating’ character of the gold 
standard began to break down (see Box 8.1). Short- 
term international financial flows also became more 
volatile and speculative, as investors no longer had 
confidence in governments’ commitment to maintain 
fixed rates, Faced with these new domestic pressures, 
central banks also found it more difficult to cooperate 
in ways that promoted international monetary and fi 
nancial stability. 

In the context of the international financial cri- 
sis and Great Depression of the early 1930s, many 
governments then chose simply to abandon the 
international gold standard altogether in order to 
escape its discipline. In countries facing external 
payments deficits, the depreciation of the national 
currency provided a quicker, less painful, method 
for lowering the country’s wages and prices vis-a-vis 
those in foreign countries in order to boost exports 
and curtail imports. Abandoning the international 
gold standard also allowed many governments to 
insulate their country from deflationary pressures 
emanating from the US at this time. In addition, a 
floating exchange rate provided governments with 
greater national policy autonomy to pursue ex- 
pansionary monetary policies that could address 
pressing domestic economic needs. This policy au- 
tonomy was reinforced by capital controls that in- 
sulated countries from the influence of speculative 
cross-border financial movements. For this reason, 
it was not surprising to find such controls supported 
by John Maynard Keynes, the leading advocate of 
domestically oriented, activist macroeconomic 
management, who famously urged governments in 
the early 1930s to ‘let finance be primarily national’ 
(Keynes 1933: 758). 


KEY POINTS 


+ Inthe late nineteenth and early twentieth centuries, a 
hight integrated global financial and monetary order 
‘existed. By the early 1930s it had collapsed, and was 
replaced by a fragmented order organized around closed 
‘economic blocs and floating exchange rates, 

* Some believe the reason for the breakclown of the 
pre-1914 order was the absence of a state acting as a 
hegemonic leader to perform such roles as the provision 
Of stable international lending, the maintenance of an 
‘open market for foreign goods, and the stabilization of 
financial markets during crises. 

+ Others argue that the pre-1914 order was brought down 
more by a domestic political transformation across much 
of the world, associated with expansion of the electoral 
franchise, the growing power of labour, and the new 
prominence of supporters of interventionist economic 
policies. 











The Bretton Woods order 


If an integrated international monetary and financial 
order was to be rebuilt, it would need to be compat- 
ible with the new priority placed on domestic policy 
autonomy. The opportunity to create such an order 
finally arose in the early 1940s, when US policymakers 
began to plan the organization of the post-war inter- 
national monetary and financial system. 





Embedded liberalism 


At the time, it was clear that the United States would 
emerge from the war as the dominant economic 
power, and US officials were determined to play a 
leadership role in building and sustaining a more lib- 
eral and multilateral international economic order 
than the one that had existed during the 1930s. The 
closed economic blocs and economic instability of 
the previous decade were thought to have contributed 
to the Great Depression and the Second World War. 
Because of the leading international economic posi- 
tion of many US firms, US officials also recognized 
that their country would benefit economically from 
a more open international economic order. But US 
policymakers also did not want to see a return to the 
classical liberal international economic order of the 
pre-1930s period. Instead, they hoped to find a way to 
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reconcile their commitment to an open multilateral 
world economy with new kinds of government inter- 
vention in domestic economic life that had become 
influential in the wake of the Great Depression in the 
US and many other countries. 

This objective to create what Ruggie (1982) has 
called an embedded liberal international economic 
order was shared by policymakers in many other 
countries, including Keynes who had emerged as the 
key policymaker directing UK planning for the post- 
war world economy during the early 1940s. Keynes 
and his American counterpart, Harry Dexter White, 
took the lead in producing detailed blueprints for the 
post-war international monetary and financial order 
whose content was discussed and modified in nego- 
tiation with officials from many other countries (and 
even colonies such as India) between 1942 and 1944. 
‘Ata conference in Bretton Woods, New Hampshire, 
in July 1944, 44 governments then endorsed a final set 
of agreements (Conway 2015; Rauchway 2015). 

Signatories to the Bretton Woods agreements com- 
mitted to peg their currency in relation to the gold 
content of the US dollar, which was convertible into 
gold at a rate of $35 per ounce. This commitment to 
interfixed exchange rates reflected the widespread 
concern that floating exchange rates had been asso- 
ciated with beggar-thy-neighbour competitive de- 
valuations, speculative financial flows, and currency 
instability that undermined international trade and in- 
vestment. By pegging national currencies in this way, 
the Bretton Woods architects were also re-establishing 
an international gold standard—or, to be more pre- 
cise, a ‘gold exchange’ standard or ‘gold-dollar’ stand- 
ard. But several other features of the Bretton Woods 
agreements made clear that this commitment did not 
signal a return to the same kind of gold standard that 
had existed during the 1920s or the pre-1914 period. 


A different kind of gold standard 


To begin with, although each country agreed to make 
their currencies freely convertible into other curren- 
cies for current account transactions (ie. trade pay- 
ments), they were given the right to control all capital 
movements. While the Bretton Woods architects wel- 
comed productive international investment flows, this 
provision was designed to enable governments to con- 
trol speculative and ‘disequilibrating’ private financial 
flows that could disrupt stable exchange rates and na- 
tional economic policy autonomy. The new support 





for capital controls signalled a dramatic change of 
views towards private cross-border financial move- 
ments from the 1920s. As John Maynard Keynes put it, 
“What used to be a heresy is now endorsed as ortho- 
dox’ (quoted in Helleiner 1994: 25). 

‘The Bretton Woods conference also established for 
the first time two public multilateral financial institu- 
tions to assume some aspects of international lending 
that had previously been left to private markets: the 
International Monetary Fund (IMF) and the Interna- 
tional Bank for Reconstruction and Development 
(IBRD) (known as the World Bank). The IMF was to 
provide short-term loans to help countries finance 
their temporary balance-of:payments deficits, thus 
providing deficit countries with greater breathing 
space than they had had under the pre-1930s interna- 
tional gold standard (see Box 8.2). The IBRD was de- 
signed to provide and encourage long-term loans for 
reconstruction and development after the war, a task 
that the private markets were not trusted to perform 
well on their own. Support for the new ‘development’ 
function of the IBRD was particularly strong among 
those delegates from non-industrialized regions who 
made up well over half of the jurisdictions represented 
at the conference (Helleiner 2014a), 

Finally, rather than trust the automatic self-regu- 
lating adjustments of the gold standard, the Bretton 
Woods architects assigned public authorities a more 
conscious and active role in the management of inter- 
national economic imbalances. Particularly important 
was the fact that national governments were given 
the option of changing the peg value of their national 
currencies whenever their country was in ‘fundamen- 
tal disequilibrium’ (a term whose precise meaning 
was left ambiguous). In other words, this was to be 
akind of adjustable peg system, in which countries 
could substitute exchange rate devaluations for harsh 
domestic deflations when they experienced sustained 
payments deficits. 

More generally, the IMF was to promote global 
monetary cooperation and encourage countries 
to, in the words of its charter, ‘shorten the duration 
and lessen the degree of disequilibrium in the inter- 
national balances of payments of members’ (Article 
1-vi). To discourage international economic imbal- 
ances, the IMF's lending capacity gave it some poten- 
tial influence over deficit countries. Another provision 
in its charter—the scarce currency clause—provided 
a means for official pressure to come to bear on sur- 
plus countries; if the Fund's ability to supply a surplus 
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Quotas and Decision-Making in the IMF 


‘While the World Bank can borrow from the private markets to 
{fund its activities, the IMPS capacity to lend comes primarily from 
the contributions of member governments. On joining the IMF, 
all member governments pay ‘quota to the institution that 
largely reflects their relative size within the world economy. The 
amount of money they can borrow from the Fund's 
determined by their quota size. Quotas also playa very 
significant role in determining voting shares within the Fund. All 
countries are allocated 250 ‘basic votes’, but the bulk of their 
‘voting share is determined by their quota size. At the time of 
‘the founding of the IMF "basic votes! made up I per cent of 
total votes, but they have since fallen to a far lower share 
because of the entrance of new members and quota increases 


‘Quotas are reviewed at least every five years, and the relative 
share of various countries has changed over time in response to 





these reviews. The US quota share, for example, has fallen from 
‘more than 30 per cent of the total vatesin 1944 to roughly 17 
per cent today, while the shares of countries such as Japan, 
(Germany, and Saudi Arabia have increased considerably. One of 
‘the key issues on the international policy agenda today isthe 
‘eed to adjust IMF quotas to reflect the growing economic 
‘Sgnifcance of China and other rapidly industralzing countries. 
‘The IMFis governed by its Board of Governors which meets 
‘annual, Day-to-day decision-making however is delegated to the 
Executive Board, which meets several times a week. The Executive 
Board started with only !2 executive directors, with the five 
largest country contributors being assigned a single seat and other 
‘members being represented by ‘onstituency’ groups. The number 
of executive drectors has subsequently risen to 24 and, in adltion 
to the five largest contributors (presently the US, Japan, Germany, 
France. and the UK), sngle-country constituencies have been 
‘created for Saud Arabia, China, and Pussa, 








country's currency was threatened (because of ex- 
cessive demand for it from other members), the IMF 
could declare that currency ‘scarce’ and member gov- 
emments would then be permitted to impose tempo- 
rary restrictions on trade with that country. 

Despite the success of the 1944 conference, it 
quickly became clear that some of its ambitions 
would not easily be realized. The Bretton Woods ar- 
chitects had hoped that the agreements they negoti- 
ated were building an international monetary and 
financial order of worldwide scope. But the Soviet 
Union—which had participated in the Bretton Woods 
negotiations—refused to join the system and Soviet 
allies then withdrew once the Cold War began. After 
the 1949 Chinese revolution, the People’s Republic 
of China (PRC) was also outside the system because 
‘China—which had also participated in the Bretton 
‘Woods negotiations—was represented in the IMF and 
IBRD by the government in Taiwan. (The PRC would 
not join the IMF and World Bank until 1980, while 
Russia became a member of both institutions in 1992 
after the collapse of the Soviet Union). 

Even among the countries that remained mem- 
bers of the Bretton Woods system, the IMF and IBRD 
played only very limited roles for the first decade- 
and-a-half after the Second World War. Many coun- 
tries also did not make their currencies convertible in 
this period, including most West European countries 
which did not restore current account convertibility 


until 1958 (the Bretton Woods agreements had al- 
lowed for a ‘transition’ period during which countries 
could keep currencies inconvertible). These develop- 
ments have led some historians to argue that the Bret- 
ton Woods system was placed in ‘virtual cold storage" 
in this time (Skidelsky 2003: 125). It is worth noting, 
however, that during this period most governments 
outside the Soviet orbit were still committed to the 
other principles outlined at Bretton Woods: namely, 
support for capital controls, the gold exchange stand- 
ard, and the maintenance of an adjustable peg ex- 
change rate regime. Moreover, although the Bretton 
‘Woods institutions were sidelined, other bodies—par- 
ticularly the US government, but also regional institu- 
tions such as the European Payments Union—acted in 
the ways that the Bretton Woods architects had hoped 
the IMF and IBRD would. Public international lend- 
ing was provided for temporary balance-of: payments 
support, as well as for reconstruction and develop- 
ment. United States policymakers also encouraged 
international monetary cooperation and promoted 
“embedded liberal’ ideals when they were engaged in 
monetary and financing advisory roles in a number of 
places around the world (Helleiner 1994: ch. 3; 2003: 
ch. 9, 2014a). 

During the heyday of the Bretton Woods order, 
from the late 1950s until 1971, the IMF and World 
Bank became more active lenders, although they hada 
less central role in the system than the Bretton Woods 
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architects had hoped for. Governments also remain 
committed to the other key features of the order. 
What, then, became of the Bretton Woods order? In 
some respects, it seems to be still alive. The IMF and 
World Bank still exist (although some of their pur- 
poses have been altered, as described later) and their 
membership has widened to include almost all coun- 
tries in the world (including the People’s Republic 
of China and Russia which joined the institutions in 
1980 and 1992, respectively); most countries’ curren- 
cies are convertible for current account transactions; 
the dollar is still the key international currency; and 
the broader formal commitment to multilateralism 
has endured. In the following sections, however, I ex- 
plore the key causes and consequences of challenges 
that have emerged to various features of the Bretton 
Woods regime with: the globalization of finance, the 
collapse of the gold exchange standard, and the move 
to a floating exchange rate regime among the major 
economic powers. 


KEY POINTS 


‘+ The Bretton Woods Conference in 1944 created anew 
international monetary and financial order that was. 
inspired by an ‘embedded libera' ideology and backed by 
US leadership. 

*+ Governments joining this order committed themselves to: 
currency convertibility for current account payments, a 
gold exchange standard, an adjustable peg exchange rate 
regime, an acceptance of capital controls. and support for 
‘the IMF and World Bank. 

+ Some of the features of the Bretton Woods order were 
inplace between 1945 and 1958, but this order reached 
its heyday between 1958 and 1971. 





The globalization of financial 
markets 


‘The globalization of private financial markets has 
been one of the more dramatic developments of the 
last few decades. Recall that the Bretton Woods ar- 
chitects endorsed an international financial order in 
which governments could control cross-border private 
financial flows, and public international institutions 
played a new role in international lending. Although 
the Bretton Woods architects had certainly hoped to 
revive productive private international investment 


flows, few at the time expected the world we now 
live in which enormous sums of private capital flow 
around the world quite freely on a 24-hour basis, 


Explaining financial globalization 


How did we get from there to here? Technological de- 
velopments have played a role as the growth of global 
telecommunications networks has enabled money to 
be moved around the world much more easily and 
cheaply than in the past. Market pressures have also 
been important. Private actors were encouraged to di- 
versify their assets internationally by the increasingly 
volatile currency environment after the breakdown of 
the Bretton Woods exchange rate system in the early 
1970s (see later). The dramatic expansion of interna- 
tional trade and multinational corporate activity in 
recent decades has also generated growing demand 
for private international financial services. Financial 
globalization was also fostered by growing competi- 
tive pressures within leading financial systems as well 
as various market innovations, such as the creation of 
derivatives products including futures, options, and 
swaps. 

‘The globalization of finance was a product not 
just of these technological and market developments 
but also of political choices by governments to sup- 
port the emergence of a more liberal environment for 
cross-border financial flows (Helleiner 1994; Abdelal 
2007). The first step in this direction took place when 
the British government encouraged the growth of 
the ‘euro-market’ in London during the 1960s where 
international financial activity in foreign currencies— 
primarily US dollars in the early years—could be con- 
ducted on a largely unregulated basis. After the early 
1970s, many governments then fully dismantled capi- 
tal controls they had employed at various times dur- 
ing the post-war years. The United States and United 
Kingdom led the way, abolishing their national capi- 
tal controls in 1974 and 1979, respectively. They were 
soon followed by other Organisation for Economic 
Co-operation and Development (OECD) countries. 
Indeed, by the 1990s, an almost fully liberal pattern 
of financial relations had emerged among wealthy 
‘Northern’ countries, giving market actors a degree of 
freedom in cross-border financial activity unparalleled 
since the 1920s. Many poorer ‘Southern’ countries 
have also abolished capital controls, including many 
small jurisdictions—such as the Grand Caymans— 
that offered their territories as locations for ‘offshore’ 
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international financial activity via loose regulatory en- 
vironments (Palan, Murphy, and Chavagneux 2009). 

What explains states’ growing support for finan- 
cial globalization? The increasing influence of more 
free market or ‘neo-liberal’ ideology among finan- 
cial policymakers in this period played a part in some 
countries. Neo-liberals argued that removal of capital 
controls would increase individual choice and enable 
markets toallocate capital internationally ina more ef- 
ficient manner. Many neo-liberals were also less sym- 
pathetic to Bretton Woods’ ‘embedded liberal’ goal 
of protecting the policy autonomy of governments. 
From their standpoint, international financial markets 
could play a useful role imposing an external discipline 
on governments pursuing inflationary or fiscally un- 
sustainable policies. 

The liberalization of capital controls has also been 
seen by some policymakers as a kind of competitive 
strategy to attract mobile financial business and capi- 
tal to their national territory (Cerny 1994). The Brit- 
ish government's support for the euromarkets and 
its decision to abolish capital controls in 1979 were 
both designed to help rebuild London's status as a 
leading international financial centre in this way. The 
US support for financial liberalization (both at home 
and abroad) was also designed to bolster New York's 
international financial position, as well as to attract 
foreign capital to the uniquely deep and liquid US f- 
nancial markets in ways that could help finance US 
trade and budget deficits. The smaller, offshore finan- 
cial centres also saw the hosting of an international 
financial centre as a development strategy that could 
provide employment and some limited government 
revenue (from licences and fees). Once governments 
such as these had begun to liberalize and deregulate 
their financial systems, many other governments felt 
competitive pressure to emulate their decisions in 
order to prevent mobile domestic capital and finan- 
cial business from migrating abroad. As their coun- 
try’s firms became increasingly transnational and had 
access to foreign financial markets, policymakers also 
worried that national capital controls were becoming 
increasingly difficult to enforce in an effective manner 
that was not costly to the national economy (Good- 
man and Pauly 1993). 

Alongside governments’ unilateral decisions to 
abolish capital controls, there have been efforts to 
codify a more liberal set of international rules to 
govern cross-border financial flows (Abdelal 2007; 
Moschella 2012). Some of these efforts have been 


successful, such as a 1988 European Union directive 
to liberalize capital controls among its members anda 
1989 amendment to an OECD code which committed 
OECD countries to liberalize all financial flows. In the 
mid 1990s, a more ambitious initiative was launched 
by IMF management to overturn the restrictive Bret- 
ton Woods rules by assigning their institution the pur- 
pose of promoting financial liberalization and giving 
it jurisdiction over capital movements. But this effort 
was abandoned at the height of the 1997-8 East Asian 
financial crisis, which highlighted to many policymak- 
ers, including key figures in US Congress as well as 
‘many Southern countries, the potential risks associ- 
ated with financial globalization. The way in which 
the crisis generated new scepticism towards the finan- 
cial liberalization trend was also evident from the high 
profile decision of the Malaysian government in 1998 
to reintroduce capital controls (Beeson 2000). 

Although Malaysia's decision provoked very strong 
opposition from many Western policymakers and 
financial market actors, these responses to the East 
Asian crisis signalled that the enthusiasm for financial 
liberalization had passed its highpoint. The experi- 
ence of the Global Financial Crisis of 2008 further 
undercut support, particularly among many Southern 
policymakers. It was widely noted that countries that 
had maintained capital controls—such as China and 
India—were often more insulated from the severe fi 
nancial turmoil in US and European markets. When 
US and European authorities dramatically lowered in- 
terest rates during and after the crisis, countries such 
as Brazil and South Korea also reimposed various capi- 
tal account restrictions to prevent large-scale financial 
inflows from driving up their exchange rates and/or 
generating domestic financial bubbles. 

‘These moves elicited much less reaction in the lead- 
ing financial powers than Malaysia's initiatives had a 
decade earlier, reflecting the growing scepticism of 
“free market finance’ after the crisis. Increasingly pow- 
erful ‘emerging market’ countries have also used their 
new influence in settings such as the G20 (see later) to 
press the IMF to be more supportive of the use of capi- 
tal controls. After a formal review, the IMF declared in 
late 2012 its new institutional view that “in certain cir- 
cumstances, capital flow management measures can 
be useful’ (IMF 2012c: 2). The statement was hardly 
a ringing endorsement of capital controls of the kind 
expressed at Bretton Woods, but it signalled a less 
doctrinaire position than existed on the issue a decade 
earlier (Gallagher 2014). At the same time, no major 
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Northern country has reimposed capital controls and 
global financial markets remain an enduring, central 
feature of the global political economy in the wake of 
the crisis (although the financial upheaval did encour- 
age some retreat by market actors to the greater safety 
of domestic markets) 


Implications for national policy 
autonomy 


What have been the implications of the post-war 
globalization of finance? One set of implications is 
addressed in Chapter 9: the vulnerability of global 
financial markets to financial crises. A second set of 
implications relates to the concerns of the Bretton 
‘Woods architects. As noted earlier, they worried that a 
liberal international financial order would undermine 
their efforts to create a stable exchange rate system and 
to protect national policy autonomy. We will see later 
how financial globalization did complicate the task 
of maintaining fixed exchange rates. But what about 
its implications for the autonomy of national govern- 
ments to pursue their preferred economic policies? 

‘This question has generated much debate in the 
field of IPE, Some have argued that financial globali- 
zation has severely undermined national policy auton- 
‘omy, since it gives investors a powerful ‘exit’ option to 
exercise against governments that stray too far from 
their preferences. Proponents of this view argue that 
this discipline is felt particularly strongly by govern- 
ments that pursue policies disliked by wealthy asset 
holders, such as large budget deficits, high taxation, 
expansionary macroeconomic policies that risk infla- 
tion, of, more generally, policies that reflect left-of- 
centre political values (Gill and Law 1989; McKenzie 
and Lee 1991; Kurzer 1993; Cerny 1994; Sinclair 1994; 
Harmes 1998). These new constraints—what Thomas 
Friedman (2000) calls the ‘Golden Straightjacket"—are 
said to help explain why many governments across the 
world have shifted away from these kinds of policies 
since the 1970s. 

Southern governments are seen to be especially 
vulnerable to the discipline of global financial mar- 
kets. This is partly because their financial systems are 
often so small relative to the enormous size of global 
financial flows. It is also because investors tend to be 
more skittish about the security of their assets in con- 
texts where economic and political instability may be 
higher and where there may be a greater possibility 
of sovereign defaults. In this context, a sudden loss of 


confidence in a country’s prospects among private ac- 
tors in international financial markets can provoke a 
serious financial crisis in that country. 

The international debt crisis of the early 1980s 
showed how a sudden stop in international private 
lending could generate severe sovereign debt crises 
across many Southern countries, At that time, the 
external discipline of the markets was reinforced by 
the IMF which stepped in to prevent defaults by offer- 
ing emergency loans in return for tough austerity and 
structural adjustment programmes that promoted lib- 
eralization (programmes that were also backed by the 
World Bank). The IMF's tough conditionality and pro- 
motion of neo-liberal policy advice at the time was en- 
couraged by Western governments that controlled the 
institution with their dominant voting share. It placed 
the Fund in a very different role from that envisioned 
by the Bretton Woods architects who had hoped this 
international institution would protect, rather than 
undermine, the policy autonomy of borrowing coun- 
tries. The IMF's new role remained evident in further 
sovereign debt crises in the 1990s, but analysts have 
noted that its approach to policy conditionality has 
begun to change more recently, particularly after the 
2008 Global Financial Crisis (Grabel 2011). 

In addition to experiencing sudden stops in private 
international lending, Southern countries have also 
suffered from the fact that their wealthy citizens have 
taken advantage of the new global markets to park 
their assets in Northern financial markets. During 
debt crises, the size of this ‘flight capital’ from many 
debtor countries has often equalled or surpassed that 
of the country’s external debts. In other words, these 
countries were often creditors to the world economy 
at the very moment that their governments were 
managing a severe sovereign debt crisis; if this flight 
capital could have been repatriated (or prevented from 
leaving in the first place), these countries would not 
have experienced the same kind of debt crisis and its 
associated loss of policy autonomy (Lissakers 1991; 
Helleiner 2001). 

Other scholars suggest that these arguments about 
the declining policy autonomy of national govern- 
ments are overstated. They point to open macroeco- 
nomic theory which explains that governments face 
trade-offs among an ‘impossible trinity’ of monetary 
policy autonomy, cross-border capital mobility, and 
stable exchange rates. Governments can achieve two 
of these goals, but never all three simultaneously 
(see Box 8.3). As they liberalized cross-border capital 
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The ‘Impossible Trinity’ of Open 
Macroeconomics 


Economists have pointed out that national governments face an 
inevitable trade-off between the three policy goals of exchange 
‘rate stability, national monetary policy autonomy, and capital 
mobility It is only ever possible for governments to realize two of 
these goals at the same time. If for example, 2 ational 
_Bovernment wants to preserve capital mobility and afosed 
exchange rate, t must abandon an independent monetary policy 
Anindependent expansionary monetary pobcy in an environment. 
of capital mabilty wil trigger capital outflows —and downward 
pressure on the national currency—as domestic interest rates fal 
Inthis context, it wil be possible to maintain the fowed exchange 
rate only by pushing interest rates back up and thereby 
abandoning the inital monetary policy goal. If however: the 
‘Rovernment chooses to maintain the expansionary policy it wil 


reed ether to introduce capital controls orto embrace currency 
eprecation (the later may also reinforce domestic expansionary 
pressures by boosting exports and discouraging imports), thereby 
sacrificng one of the other goals within the impossible trinity, 


Historically, during the era of the gold standard, governments 
embraced fined exchange rates and capital mobility, while 
abandoning national monetary policy autonomy. During the 
‘early post-1945 years, national policy autonomy and fixed 
(athough adjustable) exchange rates were priortized, while 
capital mobility was deemed to be less important. Since the 
early 1970s, the leading powers have sacrificed a global regime 
of foxed exchange rates in order to prioritize capital mobiity and 
preserve a degree of monetary policy autonomy. Many 
_govemments within this system, however, have embraced fixed 
rates at the regional or bilateral level by sing capital controls or 
bby abandoning national pofcy autonomy. 








movements, governments could still maintain mon- 
etary policy autonomy if they were willing to allow 
their national currency’s exchange rate to fluctuate in 
value (Andrews 1994), 

Governments could, for example, continue to pur- 
sue autonomous expansionary monetary policies as 
long as they were willing to accept a depreciation of 
the national currency. The importance of exchange 
rate policy in providing a degree of macroeconomic 
autonomy has also been highlighted in the case of 
capital flight from Southern countries. Crystal (1994) 
has shown how Latin American countries maintaining 
overvalued exchange rates have suffered much more 
serious capital flight than those that have not, and 
how government decisions to maintain overvalued 
exchange rates reflected domestic political constraints 
rather than the influence of global financial markets. 

Other authors suggest that the disciplining effect of 
global finance on governments with high levels of gov- 
‘ernment spending, high taxation, or a more general 
left-of.centre political orientation has also been exag- 
gerated (see the discussion in Hay, Chapter 11 in this 
volume). Garrett (1995) has highlighted how many 
OECD governments have been able to use borrowing. 
in international capital markets to finance increased 
government spending (see also Swank 2002). In a de- 
tailed study, Mosley (2003) found that international fi- 
nancial market actors were concerned primarily with 
national inflation rates and aggregate levels of fiscal 





deficits; they did not worry about governments’ over- 
all level of spending, taxation, or political orientation 
when considering investment decisions (although this 
result was less true when they considered investments 
in Southern countries; see also Johnson and Barnes 
2015), Other scholars have shown how states can con- 
tinue to pursue ‘developmental’ goals by intervening 
in various ways within their domestic financial mar- 
kets (Thurbon 2016). Still others have noted that the 
policy autonomy of the US, in particular, has been 
boosted by the globalization of finance for the reasons 
noted above: private investors around the world have 
been attracted to its uniquely deep and liquid financial 
‘markets in ways that have helped fund US current ac- 
count and fiscal deficits (e.g, Strange 1986; Helleiner 
1994; Schwartz 2009). In recent years, the US and 
other OECD governments have also launched efforts 
to try to reduce international tax evasion in various 
ways, including by applying pressure on offshore tax 
havens to cooperate with their initiatives (Palan and 
Wiggan 2014; Emmenegger 2015). 

Some scholars have also argued that the disci- 
pline imposed by international bankers on Southern 
countries facing international financial crises should 
not be overstated. Argentina's experience in 2001-5, 
showed how debtor governments can exploit credi- 
tor divisions and place the burden of adjustment par- 
tially back onto international investors (Cooper and 
Momani 2005). The decisions of Malaysia in 1998 and 
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of other Southern countries more recently to rein- 
troduce capital controls have also demonstrated the 
enduring capacity of states to assert their authority 
cover international flows of capital (Beeson 2000; Gal- 
lagher 2014). Many poor countries have also found 
their policy autonomy boosted by an aspect of the 
financial globalization trend that has received less at- 
tention from IPE scholars: flows of remittances from 
rich to poor countries. These flows have been growing 
rapidly in recent years, and they are sometimes coun- 
ter-cyclical; that is, they increase when the recipient 
country is undergoing difficult economic times (see 
e.g. Kapur and McHale 2003). 

Finally, the increasing significance of ‘sovereign 
wealth funds’ (SWFs) in global financial markets has 
also challenged the thesis that these markets are un- 
dermining government's policy autonomy. In this 
context, the analytical distinction between ‘global 
markets’ and ‘states’ has become blurred; the govern- 
ments that control the largest such funds (especially 
‘Abu Dhabi, China, Kuwait, Norway, and Singapore) 
are significant market actors. Their policy priorities, 
rather than being constrained by global markets, 
now play a role in shaping the behaviour of those 
markets, For example, Norway's SWF is mandated to 
invest in ways that uphold various international social 
and environmental conventions that Norwegian poli- 
ticians have prioritized. The overseas investments of 
SWF may also be used to gain economic or political 
leverage abroad, or to bolster the power of the state 
that owns them in other ways (see the discussion in 
Helleiner and Kirshner 2009b; Lenihan 2014). 


Distributive and environmental 
implications of financial globalization 


Scholars of IPE have also been interested in some other 
implications of financial globalization that attracted less 
attention at Bretton Woods, one of these being its dis- 
tributive impact within countries. Neo-Marxist scholars 
have argued that financial globalization has bolstered 
the power of an emerging, internationally mobile capi- 
talist class, while eroding that of labour. The emerging 
transnational capital class has gained ‘structural power" 
through its new ability to exit—or simply to threaten to 
exit—domestic political settings. This power has been 
used to reinforce neo-liberal ideology and a kind of ‘in- 
ternationalization of the state’ that serves the interests 
of this new class (Gill and Law 1989). 


Frieden (1991) has also highlighted new political 
divisions that have emerged within the business sec- 
tor. While transnational corporations (TNCs) and 
owners of financial assets and services have gained 
from financial globalization, businesses that are 
more nationally based often have not, In a world 
of heightened capital mobility, he argues, these 
two groups are, in fact, increasingly at loggetheads 
over policy choices within the ‘impossible trinity’. 
The former generally prefer exchange rate stability 
because of their involvement in international trade 
and finance, even if this involves a cost of abandon- 
ing monetary policy autonomy. Those in the non- 
tradable sector are inclined to defend monetary 
policy autonomy, even if this involves accepting a 
floating exchange rate. 

Some scholars have also analysed the gendered im- 
plications of financial globalization (Singh and Zam- 
‘mit 2000; van Staveren 2002). To the extent that global 
financial integration has been associated with the re- 
trenchment of the welfare state, the costs have often 
been borne more by women than men. Cutbacks to 
government spending in areas such as health, educa- 
tion, public transportation, and other social services 
frequently have the effect of increasing the role played 
in these areas by the unpaid sector of the economy, 
a sector traditionally dominated by women. When 
countries experience sovereign debt crises, other 
aspects of the burden of adjustment can also be 
strongly gendered. For example, during the 1997-8 
Asian financial crisis, incomes in the informal sec- 
tors—where women were heavily represented—fell 
particularly sharply, and job cuts in the formal private 
sector often fell more heavily on women. Aslanbeigui 
and Summerfield (2000: 87, 91) also note how ‘across 
the region, migrant workers, the majority of whom 
were women, were expelled from host countries’ and 
they quote the World Bank's observation that ‘child 
labour, prostitution and domestic violence’ increased 
during the crisis. Other analysts have also highlighted 
the gendered nature of the global financial markets 
themselves which are constructed and legitimated 
by gendered narratives and discourses, and made up 
overwhelmingly of male traders operating with a cul- 
ture that is hyper-masculinized (McDowell 1997; De 
Goede 2000; Priigl 2012; Griffin 2013; Brassett and Re- 
thel 2015). 

Another important issue concerns the environ- 
‘mental implications of global financial markets. Some 
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analysts have argued that speculative and volatile in- 
ternational financial flows reward instant economic 
results and short-term thinking in ways that greatly 
complicate the kind of long-term planning that is re- 
quired for the promotion of environmental values. 
During the East Asian financial crisis, for example, 
governments scrapped environmental programmes 
and there was an intensification of deforestation, 
mining, and other economic activities that put pres- 
sure on natural ecosystems (Durbin and Welch 2002). 
‘Two analysts working with the World Business Coun- 
cil on Sustainable Development have also argued that 
‘the globalization of investment flows is speeding 
the destruction of natural forests’ as investors push 
firms to harvest forests for short-term windfall prof- 
its (Schmidheiny and Zorraquin 1996: 10). On the 
other hand, one powerful actor in global finance—the 
global insurance sector—does have a longer-term per- 
spective that has led it to lobby for action on climate 
change in order to reduce the risk of future claims in 
this area (Haufler 1997; Paterson 2001; Thistlewaite 
2012). A number of voluntary codes have also been 
developed in recent years by investor groups and 
banks to encourage firms to disclose environmen- 
tally related material risks. and these initiatives have 
received some official support, including from the 
World Bank in the case of the ‘Equator Principles’ 
and United Nations Environment Program through 
its Finance Initiative (Pattberg 2005; Wright and Rwa- 
bizambuga 2006; MacLeod and Park 2011). Some IPE 
scholars remain sceptical, however, of the effective- 
ness of these standards for addressing issues such as 
climate change (Harmes 2011). 


KEY POINTS: 


+ The globalization of financial markets has been driven, not. 

just by technological and market pressures. but also by the 

decisions of states to liberalize capital controls that had 

been popular in the early post-war years. 

‘A hotly contested subject among IPE scholars concerns 

‘the question of whether. and to what extent, global 

financial markets have eroded the policy autonomy of 

national governments. 

‘+ Financial globalization has also had important distributive 
‘consequences along dass sectoral, and gender lines as 
well as environmental implications. 





The collapse of the gold exchange 
standard and the future of the dollar 


While the globalization of financial markets took 
place in a gradual fashion, the Bretton Woods’ gold 
exchange standard broke down in a more sudden way 
when the United States President Richard Nixon uni- 
laterally suspended the convertibility of the US dollar 
into gold in August 1971. Since other currencies had 
been tied to gold only via the US dollar, this ‘Nixon 
shock’ signalled the end of gold’s role as a standard for 
other currencies as well 

This collapse of the gold exchange standard had in 
fact been predicted as far back as 1960, when Robert 
Triffin (1960) had highlighted its inherent instability. 
In a system where the dollar was the central reserve 
currency, he argued that international liquidity could 
be expanded only when the United States provided the 
world with more dollars by running larger current ac- 
count deficits. But the more it did so, the more it risked 
undermining confidence in the dollar's convertibility 
into gold. 

One potential solution to the Triffin Dilemma was 
to create a new international currency whose supply 
would not be tied to the balance-of payments condi- 
tion of any one country. Keynes had, in fact, proposed 
such a currency—which he called “bancor’—during 
the negotiations leading up to the Bretton Woods con- 
ference. In 1965, the United States began to support 
the idea that the IMF could issue such a currency asa 
means of supplementing the dollar's role as a reserve 
currency, and Special Drawing Rights (SDRs) were 
finally created for this purpose in 1969. The SDR was 
not a currency that individuals handled; it was used 
only by national monetary authorities as a reserve 
asset for settling inter-country payments imbalances 
(and subject to certain conditions). Subsequently, 
however, IMF members refused to approve the issu- 
ance of significant quantities of SDR to enable it to 
play much of a role in the global monetary system. 

During the 1960s, and in particular after the mid 
1960s, US currency abroad grew considerably larger 
than the amount of gold the US government held to 
back it up. In one sense, the situation was beneficial 
to the United States: the country was able to finance 
growing external deficits associated with the Viet- 
nam War and its domestic Great Society programme 
(which produced rising imports) simply by printing 
dollars. Indeed, the United States was doing much 
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more than providing the world with needed interna- 
tional liquidity by the late 1960s; it was actively ex- 
porting inflation by flooding the world with dollars. 
In another sense, however, the country was becom- 
ing increasingly vulnerable to a confidence crisis. If all 
holders of dollars suddenly decided to convert the US 
currency into gold, the US would not be able to meet 
the demand. Another cost to the US was the fact that 
the dollar's fixed value in gold was undermining the 
international competitiveness of US-based firms. If 
‘major trading partners in Europe and Japan had been 
willing to revalue their currencies, this problem could 
have been addressed, but these governments resisted, 
preferring to keep their exports to the US market com- 
petitively priced. 

A crisis of confidence in the dollar's convertibil- 
ity into gold was initially postponed when some key 
foreign allies—notably Germany and Japan—agreed 
not to convert their reserves into gold (sometimes as 
part of an explicit trade-off for US security protection: 
Zimmermann 2002). But other countries that were 
critical of US foreign policy in this period—France in 
particular—refused to adopt this practice, seeing it as 
a reinforcement of American hegemony and the “ex- 
orbitant privilege’ that the US was seen to gain from 
issuing the world’s leading currency (Kirshner 1995: 
192-203). Private speculators also increasingly tar- 
geted the US dollar, especially after sterling was deval- 
ued in 1967. When speculative pressures against the 
dollar reached a peak in 1971, the United States chose 
simply to ‘close the gold window: in order to free itself 
from the constraint on its policies that gold convert- 
ibility imposed (Gowa 1983). 


The dollar’s enduring global role 


In the eyes of some observers, the breakdown of the 
gold exchange standard reflected declining US power, 
thus providing further evidence to support the he- 
gemonic stability theory. Others, however, suggested 
US hegemonic power in the international monetary 
system remained and all that had changed was the 
country’s willingness to lead (for example, Calleo 
1976; Strange 1986). Defenders of the latter position 
pointed to the fact that the US dollar remained the un- 
challenged dominant world currency after 1971. 
When US policymakers ended the dollar's convert- 
ibility into gold, some predicted that the US currency’s 
role as the dominant world currency would be chal- 
lenged quickly, since the dollar was no longer ‘as good 


as gold’. In fact, however, the dollar's central global 
role has endured up to the present day (Cohen and 
Benney 2014). It has continued to be the currency of 
choice for settling international economic transac- 
tions and for denominating international trade and 
investments across much of the world. Among coun- 
tries that peg their currencies, the dollar is also the 
most popular anchor currency. In addition, the green- 
back has remained the most common currency in 
which most governments hold their foreign exchange 
reserves 

The US dollar's enduring central global position is 
a partly a product of inertia and the enormous size 
and significance of the US economy in the world. 
‘There are many ‘network externalities’ that reinforce 
the continued use of existing currencies, particularly 
when the issuing country is such a major player in 
the global economy; the more a currency is used, 
the greater the incentive for others to use it for con- 
venience reasons. Some foreign governments have 
also continued to hold their reserves in US dollars 
and denominated their international trade in dollars 
because of economic and political ties with the US. 
Particularly important in explaining the dollar's en- 
during global role has been the fact that US financial 
markets have remained the most liquid in the world 
because of their depth, breadth, resilience, and open- 
ness to foreigners. This has made the holding and use 
of US dollars very attractive to private actors and for- 
cign governments. Although some predicted that the 
yen and Deutschmark might challenge the dollar after 
1971, neither Japan nor West Germany were willing 
and/or able to cultivate the kinds of domestic finan- 
ial markets in which yen-denominated or Deutsch- 
mark-denominated assets could be held to rival their 
dollarbased counterparts (Helleiner and Kirshner 
2009a; Chey 2012). 


Emerging challenges to the dollar’s 
dominant position? 


Will the dollar's global role continue? Before the 2008 
Global Financial Crisis, some scholars argued that 
the dollar's global status had become increasingly 
precarious. The country’s lange current account and 
fiscal deficits, combined with its growing external 
debt, raised concerns that foreigners might lose soon 
confidence in the currency. The fact that these deficits 
were increasingly financed by foreign governments 
such as Japan, Russia, and especially China (largely 
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through their dollar reserve holdings) only reinforced 
concerns, suggesting that the dollar had increasingly 
become a ‘negotiated’ currency whose international 
status rested partly on political bargains that the US 
could make with its foreign official creditors. With the 
creation of the euro in 1999, the dollar was also seen 
to face its most serious post-war challenger, a currency 
managed by a conservative central bank dedicated to 
price stability and backed by a powerful and large eco- 
nomic zone with deep financial markets (see various 
chapters in Helleiner and Kirshner 2009a). As the crisis 
unfolded in US financial markets in 2007-8, prominent 
analysts predicted an imminent dollar crisis, triggered 
by foreign dumping of dollar assets, particularly after 
US policymakers responded to the crisis with dramatic 
interest rate cuts and larger fiscal deficits (Soros 2008). 

In fact, however, support for the dollar from global 
investors and foreign governments endured through- 
out the crisis and even strengthened as the crisis in- 
tensified throughout 2008. Despite the US financial 
difficulties, the US Treasury bill remained the invest- 
ment of choice for financial institutions, investors and 
governments scrambling for liquidity and safety (Re- 
inhart and Rogoff 2009: 222). Foreign governments 
whose economies were heavily dependent on exports 
to the US—such as China’s—also had good reason to 
continue to hold their large dollar reserves during the 
ctisis to protect the competitiveness of their exchange 
rate, the health of external market for their products, 
and the value of their existing reserve assets. Other 
governments which had accumulated large dollar re- 
serves to defend themselves against external financial 
pressures also had many reasons to maintain this war 
chest of ‘self.insurance’ given the global financial in- 
stability of the time (Helleiner 20148). 

The dollar also benefited from the failure of the 
euro to inspire more confidence at this time. The frag- 
mented nature of European financial markets and the 
absence of a common fiscal authority in Europe en- 
sured that no equivalent existed in the eurozone to the 
uniquely liquid and deep US Treasury bill market. Be- 
fore the crisis, IPE scholars such as Cohen (2003) had 
argued that foreign confidence in the euro was also 
held back by uncertainties regarding the governance 
structure, and thus the broader political credibility 
of the whole initiative. The crisis that began in 2008 
revealed these weak political foundations of the euro 
very starkly. Because the architects of the euro had 
failed to specify clear procedures for the prevention 
and resolution of eurozone financial crises, European 


financial institutions facing distress were forced to 
turn to national governments for support, leading to 
questions about whether European financial integra- 
tion and eurozone unity would unravel. These fears 
were only reinforced with the outbreak of the debt 
crises in the periphery of the eurozone which dem- 
onstrated further weaknesses in the political design of 
the euro (sce below). Until major reforms have been 
undertaken to strengthen the eurozone’s governance, 
the threat to the international role of the dollar posed 
by the euro will remain low. 

What other challenges might the dollar face in 
the coming years? Analysts have increasingly focused 
on China as its economic size and significance in the 
world economy continues to grow. Speculation about 
whetherits currency, the renminbi (RMB), mightbegin 
to challenge the dollar's international dominance has 
been encouraged by the sudden interest shown by the 
Chinese government in internationalizing the RMB in 
response to the 2008 Global Financial Crisis (Helleiner 
and Kirshner 2014). The crisis highlighted to the Chi- 
nese leadership the vulnerabilities associated with its 
dependence on the dollar, particularly those stemming 
from the fact that the vast bulk of its foreign assets are 
held in US dollar-denominated assets. Most power- 
ful creditor countries in the past have lent abroad in 
their own currency in order to avoid exposure to the 
kinds of exchange rate risks which China now faces. 
While this vulnerability has left Chinese officials with 
strong incentives in the short term to defend the dol- 
lar in order to protect the value of its existing assets, it 
has also encouraged them to explore ways of reducing 
their dependence on the dollar over the medium term 
(Kirshner 2014). Promoting the RMB's international 
use will also reduce exchange rate risks and transac- 
tion costs for Chinese firms involved in international 
commerce. Since the crisis, Chinese authorities have 
engaged in a flurry of initiatives to promote the inter- 
nationalization of the RMB, ranging from the removal 
of many of the controls that were previously imposed 
on its international use to the signing of bilateral cur- 
rency swap agreements with many foreign monetary 
authorities that can help to encourage the growth of 
RMB use abroad (Liao and McDowell 2015). 

How quickly could the RMB become a leading 
international currency? Because of the growing size 
of China’s economy, some predict that the RMB is 
destined to take over from the dollar as the leading 
reserve currency as soon as the early 2020s (Subrama- 
nian 2011). But even those ambitious predictions are 
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conditional on the Chinese government launching far- 
reaching financial reforms. As Eichengreen (2011: 7) 
puts it, if the curo is challenged by being a ‘currency 
without a state’, the RMB faces the opposite situation 
of being a ‘currency with too much state’. The RMB 
isnot yet even fully convertible. And even if it was, the 
attractiveness of China’s currency to foreigners would 
be inhibited by the absence of well-developed, liquid, 
and open RMB financial markets that are backed by 
a stable legal infrastructure and property rights. Like 
the United States in the late nineteenth century, Chi- 
na’s ability to emerge as an international monetary 
leader still lags very far behind its newfound industrial 
power (De Cecco 2009). It will depend on the poli- 
tics of financial reform in China. While some groups 
within China favour the kinds of reforms that are nec- 
essary for RMB internationalization, those reforms 
also threaten to undermine the regulated financial sys- 
tem that has been core to the Chinese export-oriented 
state-led development model. They thus have power- 
ful opponents in the Chinese political economy (Hel- 
leiner and Kirshner 2014). 


Expanded role for the SDR? 


Chinese officials have also begun to support the 
strengthening of the SDR’s role in the international 
monetary system. In March 2009, Chinese central 
bank governor Zhou Xiaochuan (2009) released a 
prominent paper that, citing Keynes and Triffin, ar- 
gued that the SDR should assume a larger role in the 
international monetary system to pave the way for 
the longer-term goal of creating a system centred on 
a ‘super-sovereign reserve currency’. To promote the 
SDR's use, Zhou outlined various ideas to promote 
the SDR's use (e.g. the issuing of SDR-denominated 
bonds, the creation of a fund at the IMF where gov- 
ernments could swap their existing reserve curren- 
cies for SDRs) and he urged that the SDR’s value be 
determined by a wider basket of currencies than the 
existing four: the US dollar (which was weighted at the 
time at 44 per cent of the currency basket), the euro 
(34 per cent), the yen (11 per cent), and sterling (11 
percent). 

Zhou's ideas found considerable support among 
national policymakers from some other countries, 
including other large dollar reserve holding countries 
such as Brazil and Russia. The United Nations’ Stiglitz 
Commission, tasked with investigating the Global Fi- 
nancial Crisis, also put forward some similar ideas in 


its 2009 report and it added that SDRs should be al- 
located on the basis of GDP or some measure of need 
instead of the existing method of using countries’ IMF 
quotas (which ensures that new SDR allocations bene- 
fit most the wealthy industrialized countries who need 
‘SDRs least) (UN 2009). 

Other policymakers, including US officials, were 
more sceptical of Zhou's ambitious ideas, but they 
recognized the usefulness of the SDR for addressing 
an immediate short-term problem during the finan- 
cial crisis at the time: the need to bolster the IMF's 
resources to help buffer countries from balance-of- 
payments shocks. With this goal in mind, the IMF 
membership as a whole backed in 2009 the first new 
‘SDR allocation since the early 1980s and also the larg- 
est at approximately SDR150 billion (US$250 billion). 
Burits role remains a relatively minor one in the inter- 
national monetary system: the new allocation raised 
the share of SDRs in the world’s non-gold official re- 
serves from less than 0.5 per cent to still only about 5 
per cent (Williamson 2009). In the absence of more 
serious reforms, the SDR’s role is likely to remain that 
of simply supplementing existing international re- 
serve currencies for some time to come (Ly 2012; Hel- 
leiner 20146). In November 2015, however, the IMF 
did approve the inclusion of the RMB in the basket 
of currencies that makes up the SDR's value, and it 
was given a weighting of 11 per cent, above that of 
the yen (8 per cent) and sterling (8 per cent) but below 
the euro (31 per cent) and the US dollar (42 per cent). 


Consequences of the dollar’s 
declining role? 


Itthus remains unclear thus whether and how the dol- 
lar’s international role may be challenged in the com- 
ing years. If it were challenged in the future, however, 
what would be the consequences? To begin with, the 
United States would lose some benefits it has derived 
from the currency’s status (Eichengreen 2011; Kir- 
shner 2013, 2014). In addition to the international 
prestige that comes from issuing a dominant world 
currency, the US dollar's use abroad has produced 
extra seigniorage revenue for the US government (see 
Box 8.4). When foreigners hold dollar bills, they pro- 
vide the equivalent of an interest-free loan to the US. 
According to some estimates, this seigniorage profit 
has totalled between $16 billion and $22 billion per 
year recently (Cohen 2008a: 258). To the extent that 
the dollar's international role generates higher foreign 
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What Is ‘Seigniorage’? 


Seigniorage is usualy defined as the difference between the 
Trominal value of money and ts cost of production. This 
difference is akind of ‘profit for the issuer of money, In medieval 
Europe, this source of revenue was often very important for 
ruling authorities. They could eam it ether openly by adking a 
‘seigniorage’ charge (above the normal mint charge that offset 
the cost of minting) when producing metallic coins, or more 
secretly by debasing their coin through a reduction of its weight 
Or its fineness’ (by increasing the proportion of non-precious 


alo), I the surreptitious strategy were to be detected by the 
publi, its effectiveness would be undermined, as people would 
either not accept the coins or accept them only at a discount. In 
‘more modem times, metalic coins no longer dominate the 
‘monetary system, and governments now earn seigniorage also 
‘through the issuing of paper currency as well as indirectly 
‘through their regulation of the creation of bank deposit money. 
National monetary authorities eam seigniorage not just from 
‘the use of the money they issue by ctizens within their borders; 
the international use of their currency will augment the 
stigniorage revenue they eam even further; 





demand for its services (e.g. trade finance, foreign ex- 
change business, the buying and selling of securities), 
the US financial sector also earns some ‘denomination 
rents’, 

The dollar's global role has also bolstered the US 
capacity to finance current account deficits as well as 
to deflect the costs of adjustments onto foreigners by 
depreciating its currency. During international politi- 
cal and economic crises, the US may also have ben- 
efited from a ‘flight to quality’ by investors in ways 
that boosted its macroeconomic room to manoeuvre 
(Kirshner 2009: 213). In addition, US authorities have 
been able to use the dependence of market actors on 
dollar-clearing networks to encourage worldwide co- 
operation with US regulatory initiatives (for example, 
with respect to tax or anti-money laundering regula- 
tions) as well as to enforce sanctions against foreign 
states (e.g. Emmenegger 2015). As the sole producer 
of the world’s key currency, the US also plays a deci- 
sive role during international financial crises because 
of its unique ability to make advances of dollars to 
foreign governments or private institutions in distress 
(see Pauly, Chapter 9 in this volume). Foreign depend- 
ence on an international currency may also benefit the 
issuer by encouraging foreigners to identify their in- 
terests more closely with those of the issuing country 
(Kirshner 1995; Andrews 2006). 

While these various benefits for the US may be 
eroded, the issuing of an international currency also 
comes with some costs that the US would no longer 
experience. US policymakers might regain some mac- 
roeconomic control that had been lost from the dol- 
lar's international role. They might also feel less of a 
burden of responsibility to maintain the stability of 
the international monetary system as a whole. The US 


would also be less vulnerable to the selling of exter- 
nal dollar holdings as well as the overvaluation of its 
currency that can result from foreign demand for the 
dollar. In the wake of the 2008 crisis, some prominent 
US analysts also urged US policymakers to downsize 
the dollar's global role because it had enabled their 
country to live recklessly beyond its means and had 
encouraged a pattern of US growth characterized by 
large current account deficits, foreign capital inlows, 
and accumulating foreign debt (Bergsten 2009). Be- 
cause the issuing of an international currency carries 
many such costs, some analysts have described it as 
more of an ‘exorbitant burden’ than a privilege (Pet- 
tis 2011). That judgement is not shared, however, by 
those groups in American society that experience the 
benefits of the dollar's international status directly, in- 
cluding those earning ‘denomination rents’. 

‘The erosion of the dollar's central global posi- 
tion would also have consequences for the world as 
a whole. Drawing on the interwar experience, sup- 
porters of the hegemonic stability theory might pre- 
dict that the shift to a more multipolar currency order 
will generate a more unstable global monetary sys- 
tem. But the opposite may also be true. David Calleo 
(1987: ch. 8) has long argued that a world monetary 
order based on more ‘pluralistic’ or ‘balance of power" 
principles may be more likely to produce stability 
over time than one based on hegemony. A hegemonic 
power, in his view, is inevitably tempted to exploit its 
dominant position over time to serve its own interests 
rather than the interests of the stability of the system. 
‘Then European Commission president, Jacques De- 
lors, advanced a similar argument in defending the 
euro project in 1993; in his words, the creation of the 
euro would make the EU ‘strong enough to force the 
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United States and Japan to play by rules which would 
ensure much greater monetary stability around the 
world’ (quoted in Henning 1998: 565). More recently, 
Chinese officials have also highlighted benefits that 
they believe would flow from a more multipolar cur- 
rency order (Chin 2014; Otero-Iglesias 2014). Even if 
we accept that a more pluralistic international mone- 
tary order may be more stable, however, the transition 
away from a dollar-centred order is likely to contain 
risks for the world economy and usher in broader geo- 
political shifts (Kirshner 2013, 2014). 


KEY POINTS 


*+ In 1971, the United States ended the gold convertibility of 
its currency, and, by extension, that of all other currencies 
The US decision reflected its desire to free itself from the 
growing constraint on its polices that gold convertibility 
was imposing, 

+ The US dollar continued to be a dominant global currency 
after it ceased to be convertible into gold in 1971 for a 
Variety of economic and politcal reasons. 

‘+ The US dollar's global role may face new challenges 
‘over time, particularly from the euro and the renminbi, 
challenges that would have important implications for the 
US and international monetary system as a whole. 





From adjustable pegs to floating 
exchange rates 


Alongside the gold exchange standard, another fea- 
ture of the Bretton Woods monetary order that broke 
down in the early 1970s was the adjustable peg system. 
This development took place in 1973, when govern- 
ments allowed the world’s major currencies to float in 
value vis-a-vis one other. The new floating exchange 
rate system was formalized in 1978, when a second 
amendment of the IMF's Articles of Agreement 
came into force. This amendment legalized floating 
exchange rates, and declared that each country could 
now choose its own exchange rate regime subject to 
the rule that each country should ‘avoid manipulating 
exchange rates or the international monetary system. 
in order to prevent effective balance of payments ad- 
justment or to gain an unfair competitive advantage 
over other members’ (Article 4.1(iii)). 

‘The end of the adjustable peg system was partly trig- 
gered by the growing size of speculative international 


financial flows that complicated governments’ efforts 
to defend their currency pegs. Equally important, 
however, was the fact that influential policymakers 
began to re-evaluate the merits of floating exchange 
rates. We have already seen how the Bretton Woods 
architects took a very negative view of the experience 
of floating exchange rates before the Second World 
War. Indeed, the drawbacks of floating exchange rates 
were deemed to be so obvious that there had been 
very few serious defences of them at the time. By the 
early 1970s, however, floating exchange rates had at- 
tracted a number of prominent advocates, particularly 
in the United States (Odell 1982). 

‘These advocates argued that floating exchange 
rates could play a very useful role in facilitating 
smooth adjustments to external imbalances in a world 
where governments were unwilling to accept the 
discipline of the gold standard. The idea of using ex- 
change rate changes for this purpose had, of course, 
been endorsed at Bretton Woods; governments could 
adjust their currency’s peg when the country was in 
“fundamental disequilibrium’. But, in practice, gov- 
ernments had been reluctant to make these changes 
because exchange rate adjustments often generated 
political controversy, both at home and abroad. Gov- 
ernments usually made these adjustments only when 
large-scale speculative financial movements left them 
no option. The result had been a rather rigid and crisis- 
prone exchange rate system, in which countries often 
resorted to international economic controls to address 
imbalances instead. A floating exchange rate system, 
it was hoped, would allow external imbalances to be 
addressed more smoothly and continuously, and with- 
out so much resort to controls. 

It was also argued that floating exchange rates had 
unfairly acquired a bad reputation during the 1930s. 
From this perspective, there was no necessary reason 
why floating exchange rates should be associated with 
either competitive devaluations or a retreat from in- 
ternational economic integration, as they had been 
in the 1930s. Their role in encouraging destabilizing 
speculative financial flows during the 1930s was also 
questioned. Financial movements in that decade, it 
was argued, had been volatile, not because of float- 
ing exchange rates, but because they were responding 
properly to the highly unstable underlying economic 
conditions of the time (for example, Friedman 1953). 

Has the floating exchange rate system performed 
in the ways that its advocates had hoped? The propo- 
nents of floating exchange rates were certainly correct 
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that this exchange rate regime has not inhibited the 
growth of international trade and investment, both 
of which have expanded rapidly since the early 1970s. 
Floating exchange rates have undoubtedly often also 
played useful role in facilitating adjustments to inter- 
national economic imbalances. But critics have argued 
that this latter role should not be overstated. 


From Plaza to Louvre 


Some have echoed the argument made in the 1930s, 
that floating exchange rates have encouraged destabi- 
lizing speculative currency trading which has distorted 
currency values. Itis certainly true that currency trad- 
ing has grown very dramatically since the early 1970s; 
the size of daily foreign exchange trading increased 
from $15 billion in 1973 to $4 trillion by 2010 (Gilpin 
2001: 261; BIS 2010). As foreign exchange trading has 
grown dramatically, exchange rates have sometimes 
been subject to considerable short-term volatility and 
longer-term misalignments. In these circumstances, 
floating exchange rates have often been the source of, 
rather than the means of adjusting to, external eco- 
nomic imbalances. 

One of the more dramatic episodes of a longer- 
term misalignment involved the appreciation of the 
US dollar in the early-to-mid 1980s. Speculative finan- 
cial flows, attracted by the US's high interest rates and 
rapid economic expansion after 1982, exacerbated 
the US current account deficit at the time, and gener- 
ated widespread protectionist sentiments within the 
United States by 1984-5. This episode led the United 
States and other major industrial countries to consider 
briefly a move back towards more managed exchange 
rates. In September 1985, the G5 (the United States, 
the United Kingdom, the Federal Republic of Ger- 
many, France, and Japan) signed the Plaza Agreement 
which committed these countries to work together 
to encourage the US dollar to depreciate against the 
currencies of its major trading partners. After the dol- 
lar had fallen almost 50 per cent vis-i-vis the yen and 
Deutschmark by February 1987, they then announced 
the Louvre Accord, which established target ranges 
for the major currencies to be reached through closer 
macroeconomic policy coordination (Henning 1987; 
Funabashi 1988; Webb 1995). 

This enthusiasm for a more managed exchange 
rate system between the world’s major currencies 
proved to be shortlived. The three leading economic 
powers—the United States, West Germany, and 


Japan—were not prepared to accept the kinds of se- 
rious constraints on their macroeconomic policy au- 
tonomy that were required to make such a system 
effective. Many policymakers in West Germany and 
Japan also argued that the US interest in macroeco- 
nomic policy coordination seemed designed primar- 
ily to reduce its own external deficit by encouraging 
changes in macroeconomic policy abroad rather than 
at home. This complaint had been heard before during 
the late 1970s, when the US policymakers last pressed 
Germany and Japan to coordinate macroeconomic 
policies. In both instances, US policymakers sought 
to address their country's external payments deficit 
by pressing Germany and Japan to revalue their cur- 
rencies and pursue more expansionary domestic eco- 
nomic policies. These moves would enable the United 
States to curtail its deficit without a domestic contrac- 
tion by boosting US exports. 


Bretton Woods Il 


Arguments for macroeconomic coordination among 
the leading powers have emerged at other moments, 
most recently in the context of the growth of East 
Asian trade surpluses since 2000. In this instance, criti- 
cism has been directed not at speculative pressures in 
foreign exchange markets, but rather at many East 
Asian governments—particularly China—which are 
alleged to have deliberately undervalued their na- 
tional currencies for competitive advantage in ways 
that have exacerbated global economic imbalances 
(and undermined the IMF rule that prevents exchange 
rates from being manipulated ‘to gain unfair com- 
petitive advantage over other members’). They are ac- 
cused, in other words, of not allowing their exchange 
rates to float enough. The rapid accumulation of for- 
eign exchange reserves by these governments is cited 
as evidence that they have been intervening in foreign 
exchange markets for this ‘mercantilist’ purpose, pur- 
chasing foreign exchange (usually dollars) in order to 
keep the value of their currency low (for discussions, 
see Hamilton-Hart 2014; Steinberg 2015). Since China 
joined the WTO in 2001, its reserves grew particularly 
dramatically, expanding within a decade to a massive 
total of over $4 trillion by mid 2014 (of which a major- 
ity were estimated to be held in US dollar-denominated 
assets). Its reserve holdings became by far the largestin 
the world. 

Some have argued that post-2000 East Asian accu- 
mulation of dollar reserves recreated the situation 
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that existed in the 1960s, when Europe and Japan built 
up dollar holdings as a result of their efforts to keep 
their exchange rates competitive vis-a-vis the US under 
the Bretton Woods exchange rate system. Proponents 
of this viewpoint have argued that the contemporary 
“Bretton Woods Il system might be quite durable be- 
cause it provided the major participating countries 
with economic benefits (Dooley, Folkerts-Landau, and 
Garber 2003). East Asian countries have been able to 
support their export-oriented industrialization strate- 
gies, while the US gains cheap imports and low cost 
foreign funding—in the form of foreign dollar hold- 
ings of its large trade and fiscal deficits. 

Others have been less sure of the political sustain- 
ability of this system. In East Asian countries such as 
China, the costs of holding such large reserves have 
become increasingly politicized, as citizens have asked 
why more of their country’s savings are not being in- 
vested domestically, Protectionist pressures within the 
US also call into question that country’s willingness to 
continue to provide an open market to exports from 
the new industrializing ‘periphery’. Protectionist sen- 
timents have also generated growing interest in the US 
Congress in measures—including trade restrictions— 
that could penalize countries that are deliberately 
‘manipulating their exchange rates to gain an unfair 
competitive advantage in international trade. Con- 
gress has also begun pressing for new international 
trade agreements to include provisions outlawing cur- 
rency manipulation. These calls generated their first 
results in the negotiation of the Trans-Pacific Partner- 
ship whose final agreement was accompanied by a 
‘joint declaration’ which promised that each macro- 
economic authority in the member countries ‘will re- 
frain from competitive devaluation and will not target 
its country’s exchange rate for competitive purposes" 
(TPP 2015: 1). Although these provisions (and others 
such as commitments to publicly disclose information 
about foreign exchange intervention and reserve data) 
were not legally binding, the US Treasury (2015: 1) 
trumpeted the fact that ‘for the first time in the con- 
text of a free trade agreement, countries have adopted 
a Declaration that addresses unfair currency practices 
by promoting transparency and accountability’. 


The G20 mutual assessment process 


In the wake of the 2008 financial crisis, the G20 was 
another forum in which the issue of macroeconomic 
coordination arose because of concerns about 


“global imbalances’ and their role in generating the 
crisis. At the time of the 2008 it was clear to all 
that the G5 or G7 could no longer be effective bod- 
ies within which this issue was addressed since many 
of the key surplus countries were not members. 
The task fell instead to the new G20 leaders’ forum 
which was created at the height of the financial crisis 
in November 2008 and included leaders from all the 
world’s major economies (the G20 had already met 
regularly at the level of finance ministers and central 
bankers since 1999), During their first two summits, 
the G20 leaders focused primarily on international 
regulatory issues designed to minimize future crises 
(see Pauly, Chapter 9 in this volume). But at their 
third summit in September 2009, they widened the 
agenda, announcing that the G20 was now ‘the pre- 
mier forum for our international economic coopera- 
tion’ and committing to a ‘Framework for Strong, 
Sustainable and Balanced Growth’. This Framework 
includes a new ‘consultative mutual assessment pro- 
cess’ to evaluate whether national economic policies 
are consistent with shared goals outlined by the G20 
as a whole. 

‘The IMF (along with the World Bank) was as- 
signed a role of supporting this process through 
analyses that build on its existing bilateral and 
multilateral surveillance activities. Those activities 
emerged after the Bretton Woods exchange rate 
regime broke down in the early 1970s. In an effort 
to maintain some semblance of multilateral order 
over the new floating exchange rate system, IMF 
members assigned the institution a new mandate 
to ‘exercise firm surveillance over the exchange rate 
policies of members’ under the second amendment 
to its charter that came into effect in 1978 (quoted 
in Pauly 1997: 105). The IMF's ‘surveillance’ activi- 
ties quickly became an important part of its overall 
operations, focusing initially primarily on bilateral 
consultations with individual member countries but 





with more focus on multilateral surveillance in re- 
cent years. 

Some hope that the new G20 mutual assessment 
process will reinvigorate the kind of multilateral ex- 
change rate management and macroeconomic coordi- 
nation that characterized the Plaza to Louvre period. 
But the fundamental political challenge identified at 
Bretton Woods of reconciling countries’ desire for 
national policy autonomy with their commitment to 
open multilateral world economy remains. And it is 
now being met in a context which is less ‘hegemonic’ 
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than the early post-war years, raising new political 
challenges. 


The creation of the euro 


Although international efforts to coordinate the re- 
lationship between the values of the world’s major 
currencies have been limited since the early 1970s, 
some governments have moved to create stable 
monetary relations in smaller bilateral and regional 
contexts. The most politically charged and elabo- 
rate initiative has taken place in Europe. At the time 
of the breakdown of the Bretton Woods exchange 
rate system, a number of the countries of the Eu- 
ropean Community (EC) attempted to stabilize 
exchange rates among themselves. These initial ef- 
forts were followed by the creation of the European 
Monetary System (EMS) in 1979, which established 
a kind of ‘mini-Bretton Woods’ adjustable peg re- 
gime in which capital controls were still widely used 
and financial support was provided to protect each 
country’s currency peg vis-a-vis other European 
currencies (Mourlon-Druol 2012). Then, with the 
Maastricht Treaty in 1991, most members of Euro- 
pean Union went one step further to commit to a full 
monetary union in 1999. 

‘The long-standing resistance of many European 
governments to intra-European floating exchange 
rates stemmed partly from worries that exchange rate 
volatility and misalignments would disrupt their ef. 
forts to build a closer economic community. Exchange 
rate instability was deemed to be disruptive, not only 
to private commerce, but also to the complicated 
system of regional public payments within Europe's 
important Common Agricultural Policy. But why go 
so far as to abandon national currencies altogether in 
19997 

One answer is that the adjustable peg system of 
the EMS became unsustainable after European gov- 
ernments committed themselves to abolish capital 
controls in 1988. The latter decision left European 
currency pegs vulnerable to increasingly powerful 
speculative financial flows, a fact demonstrated viv- 
idly in the 1992-3 European currency crisis. By com- 
mitting to a monetary union, they eliminated the 
possibility of future intra-regional exchange rate cri- 
ses altogether. 

Some policymakers outside of Germany also saw 
the currency union as a way to import the German 
central bank's anti-inflationary monetary policy. Like 


the German Bundesbank, the new European central 
bank was given a strict mandate to pursue price stabil- 
ity as its primary goal. For neo-liberal policymakers, 
whose influence had been growing across Europe, this 
mandate promised an end to activist national mone- 
tary policies which were often associated with infla- 
tion (McNamara 1998). Some neo-liberals also hoped 
that the euro, by eliminating the possibility of national 
evaluations, might encourage greater price and wage 
flexibility within national economies as workers and 
firms were forced to confront the impact of external 
economic ‘shocks’ in a more direct fashion. 

Interestingly, for a related reason, some European 
social democrats and unions saw the euro as an op- 
portunity to reinvigorate national corporatist social 
pacts in which cooperative wage bargaining, employ- 
ment friendly taxation schemes, and other social 
protection measures could assume a key role in the 
process of adjusting to external economic shocks. Be- 
cause the euro could protect a country from specu- 
lative currency attacks, some of these interests also 
saw monetary union as creating a more stable macro- 
economic environment in which progressive supply- 
side reforms could be undertaken to promote equity, 
growth, and employment. In some countries, adopt- 
ing the euro was also seen as a way to lower domes- 
tic interest rates by reducing risk premiums that the 
markets were imposing, a result that improved gov- 
ernments’ budgetary positions and prevented cuts to 
the welfare state. Some on the left also hoped that 
the euro project might eventually help to dilute the 
monetary influence of the neo-liberal Bundesbank 
across Europe, and encourage coordinated EU-wide 
expansionary fiscal policies (Josselin 2001; Noter- 
mans 2001). 

‘The monetary union project also had a broader 
political meaning. In addition to challenging the US 
dollar's international role, the creation of the euro 
has been seen as an important symbol of the process 
of fostering ever-closer European cooperation. Many 
analysts also argue that the decision to create the euro 
was linked to a broader political deal between Ger- 
many and other European countries at the time of the 
‘Maastricht Treaty. Many European countries—espe- 
ally France—had become increasingly frustrated by 
the domination of the European monetary system by 
the German Bundesbank, and they pressed for Euro- 
pean and Monetary Union (EMU) as a way to dilute 
its influence. Germany is said to have accepted EMU 
when it came to be seen as a trade-off for European 
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(and especially French) support for German reunifica- 
tion in 1989 (see, for example, Kaltenthaler 1998). 


Crisis of the euro 


‘The Global Financial Crisis of 2008 acted as a catalyst 
to expose weaknesses in the euro’s design. We have 
already noted the absence of clear rules for resolv- 
ing financial crises in the eurozone. But it was also 
clear from the start that the eurozone was not what 
economists call an ‘optimum currency area’ and that 
its architecture did not make adequate provisions for 
adjustments to intra-zone payments imbalances (see 
Box 8.5). During the first decade of the euro’s exist- 
ence, Germany accumulated large surpluses while 
payments deficits emerged in a number of poorer 
eurozone countries in response to differing rates of 
productivity growth, asymmetric shocks, and other 
diverging economic trends. Within large national 
currency zones such as the United States or Canada, 
imbalances of this kind between regions of the coun- 
try are paved over by mechanisms such as labour mi- 
gration and lange fiscal transfers from the national 
government. In the eurozone, however, large labour 
migration was unlikely and no Europe-wide author- 
ity exists with a mandate to mobilize large-scale fiscal 
transfers of this kind (Cohen 2012). 

A monetary union could still function effectively if 
countries adjusted to imbalances through wage and 
price flexibility, as under the gold standard. As noted 
above, many designers of the euro had in fact hoped it 
would encourage such flexibility with deficit countries 


being forced to adjust through lower wages and prices. 
But those kinds of adjustments are slow, painful, and 
politically difficult in an era of mass democracy, par- 
ticularly in the absence of strong national corporatist 
arrangements (Johnston 2016). Many deficit countries 
found it easier simply to finance payments deficits 
through private and public borrowing from inves- 
tors outside their country. Indeed, the euro’s creation 
was accompanied by large capital flows from surplus 
to deficit countries that often financed domestic con- 
sumption booms, property bubbles and/or govern- 
ment deficit spending that only contributed to the 
country’s payments problems as well as to high levels 
of private and/or public debt. 

‘The 2008 Global Financial Crisis brought this exter- 
nal borrowing to a halt, exposing the underlying pay- 
ments imbalances as well as unsustainable levels of 
private and/or public debts in a number of countries. 
The severe economic downturn only contributed 
further to the difficulties of servicing debts, particu- 
larly for governments who saw tax revenues collapse 
and spending increase (including for bank bailouts). 
Greece was the first eurozone country to experience 
a severe debt crisis, but others (e.g. Ireland, Portugal, 
Spain, Italy) soon experienced troubles too, as private 
investors reacted to the new context as well as to the 
slow and bumbling European management of the 
crisis. 

Inthis context, the eurozone has faced set of major 
challenges. One has been to solve the immediate sov- 
reign debt crises of a number of its poorer members 
and the associated problems among European banks. 





Monetary Unions and the Theory of 
Optimum Currency Areas 


The theory of optimum currency areas was first developed by 
‘the Nobel Prize-winning economist, Robert Mundell (1961). to 
‘evaluate the pros and cons of forming a monetary union among. 
a selected group of countries. While assuring the union wal 

‘microeconomic benefits in the form of lower 
‘transaction costs for cross-border commerce, the theory 
{focuses its analytical attention on the potential macroeconomic 
costs associated with abandoning the exchange rate asa tool of 
‘macroeconomic adjustment. I these costs are low, the region is 
said to approximate more closely an optimum currency area’ 
‘that should be encouraged to create a monetary urion. 


‘To evaluate how significant these costs are in each regional 
‘context, the theory examines a number of criteria. If selected 
‘countries experience similar extemal shocks, for example, the 
theory notes that they are more likely to be good candidates for 
monetary union since they will each have less of aneed for an 
independent exchange rate. Even if they experience asymmetric 
shocks, the macroeconomic costs of abandoning national 
‘exchange rates may still be low if wages and prices are very 
flexible within each country, f labour is highly mobile between 
‘countries, orif there are mechanisms for transferring fiscal 
payments among the countries Each of these conditions would 
‘enable adjustments to be made to external shocks in the 
absence of an exchange rate, 
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‘The strategy chosen has relied heavily on austerity 
programmes and liberalizing structural reforms, an 
approach reminiscent of the era of the gold standard 
and one with major distributional consequences both 
within and between eurozone countries (Blyth 2013; 
Blyth and Matthijs 2015; Matthijs and McNamara 
2015). At the same time, if the euro is to flourish, its 
member countries must also address the flaws in its 
governance that have been so bluntly revealed, in- 
cluding the need for region-wide financial regulation 
and supervision, clearer provisions for the extension 
of emergency liquidity, and closer fiscal cooperation 
(including not just larger fiscal transfers but also the is- 
suing of common eurozone debt). In the words of Me- 
Namara (2015), what is needed is a more ‘embedded 
currency area’. These reforms have many supporters 
in Europe and some initiatives have already emerged 
from the crisis experience that point in these direc- 
tions, but they require more pooling of sovereignty, 
which also generates political resistance of various 
kinds across the continent (Cohen 2012). 

The outcomes of these political battles will shape 
not just the future of Europe. They will also influence 
the evolution of the international monetary system as. 
a whole. A more politically consolidated and stronger 
eurozone would accelerate the move towards a more 
multipolar currency order. 


Currency unions elsewhere? 


‘The trajectory of the eurozone may also influence 
discussions about regional monetary cooperation 
elsewhere. The euro’s creation in 1999 triggered con- 
siderable policy and scholarly debate about the pros- 
pects of closer monetary cooperation in other regions. 
‘Some monetary unions already exist in other regions 
such as the CFA (Communauté Financiére Africaine) 
franc zone involving many former French colonies in 
West and Central Africa. Its members chose at inde- 
pendence to maintain a colonial monetary union cre- 
ated by France and its evolution has continued to be 
shaped by the power and political interests of France 
in the post-colonial context (Stasavage 2003). 

Atthe time of the euro’s creation, there was a brief 
debate about constructing a monetary union either 
in North America or the Americas as a whole based 
on the US dollar. Two countries that were already 
extensively dollarized—Ecuador and El Salvador— 
introduced the US dollar as their national currency, 
in 2000 and 2001, respectively, but the idea of formal 


dollarization attracted little serious political sup- 
port elsewhere. Most governments were very wary 
of abandoning the exchange rate tool of adjustment 
in the absence of any alternative adjustment mecha- 
nisms such as free labour movement to and from the 
US, or arrangements for inter-country fiscal transfers, 
The high costs of relying on wage and price flexibility 
alone to maintain a currency peg to the US dollar were 
also demonstrated very vividly by Argentina's defla- 
tion of the late 1990s that contributed to its spectacu- 
lar financial crisis of 2001 (Blustein 2005). In addition, 
US policymakers made it clear that the US Federal Re- 
serve would not offer dollarized countries any role in 
its decision-making, extend lender-of last-resort sup- 
port to their banks, or even share seigniorage revenue 
with them. While European countries have shared 
sovereignty in creating the euro, countries in the 
‘Americas had only the unattractive option of becom- 
ing a monetary dependency (Helleiner 2006). 

‘There has also been some talk of monetary unions 
in the East Asian region in recent years. This discus- 
sion builds on initiatives to foster closer monetary and 
financial cooperation in the wake of the 1997-8 East 
Asian financial crisis. The crisis exposed the vulner- 
ability of the region to outside market and political 
pressures, encouraging policymakers from China, 
Japan, South Korea, and the ASEAN (Association of 
South East Asian Nations) countries to explore ways 
to boost their collective monetary and financial inde- 
pendence. The first major cooperative venture of this 
"ASEAN + 3° grouping was the Chiang Mai Initiative, 
created in 2000 to provide short-term financial assis- 
tance to member countries suffering from balance- 
of payments crises. The initial bilateral swap network 
‘was soon transformed under the Chiang Mai Initiative 
Multlateralization initiative into $120 billion multi- 
lateral fund that opened in 2010 (and whose size was 
doubled to $240 billion in 2012), accompanied in 2011 
by a new region-wide economic surveillance opera- 
tion. In 2003, they also created the Asian Bond Mar- 
kets Initiative, which secks to encourage East Asian 
savings to be reinvested in the region. In 2006, along- 
side these initiatives, ASEAN + 3 countries backed 
the creation of an Asian Currency Unit (ACU) whose 
value is made up of a weighted average of a basket 
of the region's currencies. Modelled on the European 
Currency Unit (ECU) that was a precursor to the euro, 
supporters hope the ACU could reduce the influence 
of the dollar and bolster monetary cooperation by act- 
ing as a unit of account for public and private actors in 
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the region. While this initiative is important, the pros- 
pect of a fully fledged East Asian monetary union any 
time soon is considered remote by most observers. In 
addition to the usual concerns about monetary sov- 
ereignty, this initiative—like all the others—would be 
complicated by a difficult relationship between Japan 
and China, each of which appears to have leadership 
aspirations in this area (Katada 2011; Grimes 2015). 

Even if the creation of new monetary unions in 
East Asia and elsewhere seems unlikely, the closer fi- 
nancial cooperation in East Asia signals the growing 
decentralization of the balance-of payments lending 
role that the IMF was assigned at Bretton Woods. The 
CMIM has retained a strong link to the IMF: the major- 
ity of the funds can be access only if a country has an 
IMF programme in place (Grimes 2015), Other mul- 
tilateral funds with partial links to the IMF have been 
created elsewhere, such as the $100 billion Contingent 
Reserve Arrangement created by the BRICs (Brazil, 
Russia, India, China and South Africa) in 2014. This 
decentralization trend is being intensified by trends in 
the field of development lending where the creation 
of new institutions such as the BRICs' New Develop- 
ment Bank and the Chinese-led Asian Infrastructure 
Investment Bank in 2014-15 are complementing the 
World Bank's role. This trend is both responding to 
and reinforcing the broader decentralization of power 
in the global economy, as well as discontent with lack 
of reform of the Bretton Woods institutions among 
emerging powers and their increasingly ambitious 
financial statecraft (Armijo and Katada 2014, 2015; 
‘Wang 2014). 


KEY POINTS 


*+ The adjustable peg exchange rate regime of Bretton 
‘Woods was replaced in 1973 by a system of floating 
exchange rates between the currencies of the leading 
economic powers. The change was caused by heightened 
capital mobility and by a reconsideration of the merits 
Of floating exchange rates among leading policymakers, 
particularly in the United States. 

*+ Floating exchange rates have performed an important 
role in faitating balance-of. payments adjustments, but 
critics argue that they have also been subject to short- 
‘erm volatility and longerterm misalignments. 

+ There have been occasional intergovemmental efiorts 
since the 1970s to manage the relationship between 








‘the values of the worlds major currencies through 
‘macroeconomic coordination. The most recent has been 
civen by a desire to address global imbalances that arose 
inthe years leading up to the 2008 Global Financial Crisis, 


*+ Since the breakdown of the Bretton Woods exchange 
rate system, there have also been initiatives to create 
more stable monetary relations at the regional level, 
‘most notably in Europe where cooperation culminated 
inthe creation of a monetary union in 1999, Poitical 
prospects for the creation of regional monetary unions 
s20n in other regions such as the Americas or East 
‘Asa are remote, but other kinds of more decentralized 
‘multilateral financial cooperation are growing, 











Conclusion 


The international monetary and financial system has 
undergone three important transformations since the 
late nineteenth century, in response to changing eco- 
nomic and political conditions. During the interwar 
years, the global integrated monetary and financial 
order of the pre-1914 period broke down. At the Bret- 
ton Woods Conference of 1944, a new order was built 
on ‘embedded liberal’ principles. Since the early 1970s, 
the third change has been underway, as a number of 
the features of the Bretton Woods system have unrav- 
elled with the globalization of finance, the collapse of 
the gold exchange standard, and the move to a float- 
ing exchange rate regime among the major economic 
powers. 

‘The emerging international monetary and finan- 
cial system cannot be characterized in simple terms. 
The highly globalized nature of financial markets is 
reminiscent of the pre-1914 era, as are some of the 
neoliberal ideas that have become more prominent 
in policymaking circles. The floating exchange rate 
regime between the major powers, new challenges 
to the dominant currency’s international role, and 
decentralization trends remind some analysts of 
aspects of the interwar period. The legacy of the 
Bretton Woods order also clearly lives on in the dol- 
lar’s enduring global role, ongoing commitments 
to current account convertibility, the survival of 
the IMF and World Bank (even if their roles have 
changed), and the broader formal support for mul- 
tilateralism (including the near-universal IMF and 
World Bank membership of the countries of the 
United Nations, just as the Bretton Woods architects 
had initially hoped). 
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Each of the recent transformations in the nature 
of the international monetary and financial sys- 
tem has had important consequences for the key 
question of who gets what, when, and how in the 
global political economy. Monetary and financial 


also serve various political projects relating to the 
pursuit of power, ideas, and interests. For this rea- 
son, the study of money and finance cannot be left 
only to economists, who have traditionally domi- 
nated scholarship in this area. Italso needs the atten- 


tion of students of IPE who have an interest in these 
wider political issues. 


systems—at both the domestic and international 
levels—do not just serve economic functions. They 
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Reader's guide 


The world economy today reflects an experiment involving, on the one hand, the opening and 
integration of financial markets and, on the other hand, the dispersion of political authority. The 
resulting governance challenges are nowhere clearer than in the circumstances surrounding financial 
crises spiling ever more readily across national borders. In the late twentieth century, most such 
crises began in emerging-market countries. In 2008, however, the experiment almost failed cata- 
strophically when policy mistakes in the United States combined with an economic downturn to 
spawn a global emergency. This chapter explores the changing political economy of systemic risk 
‘assessment, crisis prevention, and emergency management as the experiment continues. 
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Introduction 


Promoting interdependence among the economies 
of the world was a key strategic objective of the 
United States and its main allies after 1945. During 
the 1970s, the logic of interdependence was extended 
from real economies, where tangible goods are pro- 
duced, to markets for capital and financial services, 
which were then entering a new era of expansion and 
liberalization (Helleiner, Chapter 8 in this volume), 
From that point on, reminiscent of the experience of 
global capitalism before the First World War, crises in 
national financial markets began to have cross-border 
consequences. 

The collapse of the Bretton Woods exchange rate 
system in the early 1970s occurred in tandem with a 
broadening movement towards more open financial 
markets around the world. In fact, financial innova- 
tion and policy change had been gradually under- 
mining the kinds of capital controls many countries 
had put in place during the 1930s and especially dur- 
ing the Second World War. Although economists still 
argue about the effect of capital market liberalization 
on the efficient functioning of real economies, liber- 
alization policies certainly did make it easier for in- 
termittent financial shocks to spread misery beyond 
the localities where they originated. Policymakers in 
the leading states did not want to repeat the worst 
experiences of the nineteenth century, when bank- 
ing crises and economic depressions commonly co- 
incided. But they eschewed re-imposing controls as 
they struggled to balance the objectives of efficiency 
and stability in more open and interdependent mar- 
kets. Financial intermediaries and their clients 
found it easier and ever more important to diver- 
sify their balance sheets internationally. Economies 
across the industrial and developing worlds gradually 
became more reliant on the freer movement of both 
short and long-term capital. Dealing with financial 
crises, whether sparked by imprudent risk-taking, 
excessive public or private-sector indebtedness, or a 
host of other reasons, came once again to the fore- 
front of statecraft. 

[As they did during the pre-1914 era of market open- 
ness, financial panics recurred with some regularity 
after the 1970s, and they now spread rapidly across 
both functional and geographic frontiers. Markets that 
were more integrated cross-nationally often exhib- 
ited the behaviour of a manic depressive. Periods of 
ecstatic euphoria were routinely followed by moments 


of black despair, marked by runs on banks and 
more recently, failures of “shadow banks'—financial 
intermediaries of various sorts providing instruments 
roughly analogous to short-term bank deposits. In 
such situations, financial claims much in demand one 
day, that is, ‘liquid’ or easy to sell, suddenly attract no 
buyers, And without reliable financing, real economies 
begin to falter. 

In the 1980s, crises in Latin American markets sent 
shock waves through the entire system. In the late 
1990s, a financial panic spread rapidly from stock to 
bond to banking markets in East Asia, and then to their 
counterparts in Russia, Latin America, and eventually 
to Wall Street. Ten years later, a much more virulent 
emergency originated in American housing markets. 
Not only the experiment in international financial in- 
tegration but the post-1945 world order itself seemed 
under threat as intermediaries and their clients around 
the world lost confidence in the future. Looming over 
economic policymakers in the United States and else- 
where under crisis conditions was the spectre of the 
terrible decade spanning the US stock market crash of 
1929 and the start of the Second World War in 1939, 
when economic depression brought widespread un- 
employmentand political extremism in its wake. Their 
desire to avoid repeating the experience prompted 
them to reinforce their core payment systems by ex- 
tending implicit or explicit governmental guarantees 
to banks and bailing out intermediaries whose failure 
might have threatened those systems. In 1984, US gov- 
ernment agencies took over the Continental-Illinois 
Bank, the largest bank collapse in American history to 
that date. Three anda half decades later, they and their 
counterparts in other advanced countries came to the 
rescue of much larger institutions around the world, 

‘The idea that financial markets need tobe regulated 
and supervised, both to stop the unscrupulous few 
from taking advantage of the naive many and to limit 
the ‘moral hazards’ that arise when financial man- 
agers think they will be bailed out when they make 
mistakes, is hardly new. The related idea that regula- 
tion and supervision are most effectively delivered at 
local and national levels has a long pedigree. Of more 
recent vintage is the libertarian insistence that finan- 
Gial markets, like other markets, work best when they 
are freed from government interference and when 
bail-outs are credibly forbidden. The ideological 
debate becomes vivid at moments of crisis. Doubts 
about the wisdom of the larger systemic experiment 
in financial liberalization and integration return to 


the surface. Changing sides in the debate is rare, so 
many were surprised in 2008 when Alan Greenspan, 
a libertarian who had recently retired as the head of 
the American central bank, conceded his ‘state of 
shocked disbelief’ that a system that for 40 years had 
been ‘working exceptionally well’ came very close to 
collapsing (Greenspan 2008). Greenspan's cherished 
belief, in fact, had many decades ago been subjected 
to withering criticism in the work of John Maynard 
Keynes and other sceptics, who considered financial 
markets, especially cross-border markets, to be in- 
herently fragile. Much recent history supports the 
Keynesian view (Minsky 1986; Wade 1990; Skidelsky 
2009; Rodrik 2011). That same history is also well 
marked by the human proclivity to forget. 

The preceding chapter set out the broad context 
for understanding the changing monetary dimension 
of our contemporary global economy. This chapter 
looks in depth at the political economy of recurring 
financial crises therein. For students of international 
relations and international economics, such moments 
in time are worth considerable attention. They open 
a unique window on the strengths and weaknesses of 
the political foundations underneath globalizing mar- 
kets. Those markets seem to promise prosperity and 
peaceful interaction among the world's still distinctive 
societies, but they do not by themselves guarantee 
such outcomes. The early chapters of the book drew 
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attention to the importance of international collabo- 
ration. Global financial emergencies demonstrate its 
difficulty and necessity when capital is able to flow 
freely across national borders. 


Local politics, global markets 


Financial markets exist to support the development 
of ‘real’ economies. The prices of most financial as- 
sets and liabilities continuously fluctuate. But rapid 
and severe fluctuations in the value of financial claims 
can disrupt the fundamental mechanisms through 
which goods and services are actually produced. In the 
countries currently lying at the heart of an integrat- 
ing global economy, financial market ups and downs 
are typically quite constructive. Well-functioning fi- 
nancial markets may be viewed as a successful tool of 
policy, an instrument for achieving long-term politi- 
cal ends. When they promote growth and innovation, 
they can stabilize social orders, create jobs, and under- 
pin prosperity (see Hiscox, Chapter 4 in this volume). 
‘There is litle doubr that international capital flows in 
recent decades have facilitated expanding trade and 
even permitted lange national deficits and surpluses to 
persist (Figure 9.1). 

Economic resources are surely distributed and re- 
distributed as financial prices move, but the process 





Figure 9.1 Current account balances (billions of US$) 
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usually occurs in such a way that no particular group 
or groups with overwhelming political power become 
aggrieved enough to seck fundamental political and 
social change. In this regard, it is also worth noting 
that, with the exception of wartime, highly con- 
trolled financial markets tend to be correlated with 
authoritarian governments and official corruption. 
Not always, but very often, what economists call the 
‘repression’ of financial markets correlates with deep- 
ening poverty. Economic inequality, conversely, is as- 
sociated with both repressed financial markets and 
uncontrolled markets. 

Some volatility in financial markets is quite normal 
and expected as buyers and sellers of claims recalibrate 
risks, respond to changes in tax and other policies, and 
seek new opportunities. A high degree of volatility 
may be the consequence of speculative excesses or a 
symptom of the necessity of deeper economic adjust- 
‘ment. Extreme market instability, however, suggests 
radical uncertainty about the future and tends to be 
socially and politically destructive. When markets are 
open and reliant on the movement of capital inward 
and outward, that destruction can quickly become 
systemic. 

In modern history, global financial instability has 
been associated with human-made disasters of the 
first order. In fact, from the 1870s until today, the world 
economy has grown rapidly and consistently, except 
during periods overshadowed by financial crises. At 
the system level, the only significant downturns in real 
economic growth occurred after the financial panic of 
1907, during the First World War, between 1929 and 
1931, and during the period of demobilization right 
afer the Second World War (IMF 20094: 129). That 
financial crises can be caused by wartime policies is 
widely accepted. That political and social catastrophes 
of one sort or another can be caused by financial crises 
is a more contentious proposition, but contemporary 
policymakers have been convinced by it. 

Even if analysts still debate, say, whether Hitler's 
rise received its crucial stimulus from the German 
hyperinflation of 1922-3 or the great deflation of 
the early 1930s, itis reasonable to argue that financial 
instability is best avoided. When financial emergencies 
and rapid changes in prices and wages impose costs on 
the politically weak, plenty of historical evidence sug- 
gests that local effects can be traumatic. The record of 
the twentieth century, moreover, provides strong sup- 
port for a broader proposition. When financial crises 
in open markets inflict losses deemed unbearable by 


the politically strong and mobilized, they can set back 
the prospects for entire societies and shake the founda- 
tions of world order. 

The global economy gradually and intentionally 
built up after 1945 rested on the promise of a widen- 
ing circle of shared prosperity. International economic 
interdependence formed a core element in the strat- 
egy of systemic stabilization and development agreed 
by the victorious allies (Helleiner 2014a; Rauchway 
2015). The central idea of a more secure world based 
on open-market principles was hardly novel. Mindful 
of the financial turmoil of the interwar period, how- 
ever, system architects this time tried to limit the ex- 
tent to which the strategy depended on unhindered 
capital flows across national borders. 

In the background were the disappointed hopes of 
liberals like Norman Angell. In the halcyon days be- 
fore 1914, he had famously opin 





66 commercial interdependence, which is the special 
mark of banking as it is the mark of no other profession 
or trade in quite the same degree ... is surely doing a 
great deal to demonstrate that morality after all is not 
founded upon self-sacrifice, but enlightened self-interest 
.--/And such a clearer understanding is bound to improve, 
not merely the relationship of one group to another, 
but the relationship of all men to other men, to create a 
consciousness which must make for more efficient human 
cooperation, a better human society. 99 


(Keegan 1998: 12) 


Alas, the interdependence of bankers did noth- 
ing to prevent the coming war and may even have 
made its sequel more likely by discouraging early 
and decisive action against fascist leaders in Europe 
and Japan (Kirshner 2007). The architects of the post- 
1945 system, in any event, did not entirely discount 
the strategic value of commercial liberalism, but they 
excluded from the demands of economic liberty fi- 
nancial activity that was not directly related to trade 
and productive investment. In short, they opted for a 
pegged exchange rate system, tight bank regulation at 
the national level, and limits on the inward and out- 
ward flow of capital for speculative purposes. In time, 
partly because of the increasing difficulty of making 
distinctions between speculative and productive in- 
vestments, but also because of the mounting political 
challenges posed by the maintenance of strict capital 
controls, Angell’s view once again became the com- 
mon wisdom (Goodman and Pauly 1993). 


‘The die was actually cast in favour of the gradual 
loosening of restrictions over international capital 
movements when the main creditor in the post-war 
system, namely the United States, decided to rely on 
the private sector for the provision of the vast amounts 
of capital required to help rebuild broken economies 
and then to promote development in the rest of the 
world. Public funds, such as those allocated through 
the Marshall Plan, kick-started the process, but they 
‘were soon dwarfed by private capital flows in the form 
of export proceeds, foreign bank borrowing, private 
remittances, and foreign direct investment. That the 
latter eventually succeeded in building the global corpo- 
rate structures through which most trade now flowed 
contributed much to what followed. So too did the rap- 
idly rising offshore demand for and supply of US dollars 
described by Helleiner in the previous chapter. By the 
1970s, changing official and private preferences in ad- 
vanced industrial countries lay behind a series of explicit 
and implicit policy choices that cumulatively pushed the 
system back towards both more flexible exchange rates 
and freer international capital movements. These came 
to be mediated mainly by private financial institutions, 
which were permitted over time to engage in a widen- 
ing range of commercial and investment activities. 

Within 20 years, a similar shift in preferences would 
be well underway in much of the developing world, 
despite myriad local crises often characterized by sud- 
den stops in necessary inward capital flows. Such crises 
provided regular reminders of the need for fairer rules 
in markets lacking solid legal foundations. Property 
rights had to be established, and adjudicated when con- 
flicts arose, Predictable procedures had to be in place 
to handle inevitable bankruptcies with cross-border 
dimensions. Someone had to provide the degree of in- 
surance necessary to limit the chance that specific debt 
defaults would cascade and engulf otherwise healthy 
borrowers and lenders. Some agency had to be en- 
trusted with the responsibility and endowed with the 
capability to act as international lender-of last resort. In 
light of the risk that the very existence of such ultimate 
insurance facilities could tempt potential beneficiaries 
to act imprudently, a risk that economists call ‘moral 
hazard’, this last-resort lending function had to be com- 
plemented by the official supervision of cross-border 
financial intermediaries. Finally, to deal with extreme in- 
stability, the lender-of-last resort had to be back-stopped 
by an investor-of last resort, an investor capable in ex- 
treme circumstances of expropriating troubled cross- 
border firms or forcing them to merge with stronger 
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competitors. Even to list such requirementsis simply to 
underline the absence of global government. 

After 1945, all advanced industrial states clearly 
sought to regulate and supervise their national markets. 
Some gave the bulk of implementing responsibilities 
to their central banks, while some split them between 
central banks and official agencies. Most initiated some 
kind of deposit insurance scheme to ameliorate the 
risk of domestic bank runs, even as they tried to leave 
as much scope as local circumstances would allow for 
prudent self-discipline by market actors themselves, 
‘When no one else would provide sufficient funding 
to intermediaries whose survival was deemed vital to 
larger national interests, or in the extreme when no 
one else would hold their stock, some arm of the state 
was endowed with the mandate to do so. Across the de- 
veloping world, as discussed more fully below, a chal- 
lenge repeatedly confronted in recent decades has been 
to create similar national-level capabilities. 

National governments in many advanced and emerg- 
ing-market economies had by the early years of the 
twenty first century proved capable of developing the 
fiscal capacity, emergency liquidity instruments, and 
regulatory structures needed to govern local financial 
markets. But as those markets became more integrated 
internationally, dilemmas of collective political action 
proliferated. How can the authority to govern integrat- 
ing markets be transnationalized? More open market— 
the consequence of increasing systemic reliance on freer 
international capital movements—promise no escape 
from the periodic necessity of dealing with crises. Vol- 
untary policy coordination is an obvious response, but 
inevitable conflict over the final distribution of costs and 
benefits renders it fragile. What is missing is a global 
polity willing and able to sustain last-resort lending and 
investing instruments analogous to those established at 
the national level. Therein lies the central political chal- 
lenge posed by the contemporary experiment in inter- 
national financial openness and integration. 


KEY POINTS 


+ Financial markets are prone to bouts of instabilty. 

+ During the twentieth century, leading states buit up 
‘rational fiscal, monetary, and regulatory instruments to 
Iirit the dangers of financial crises 

+ Cross-national regulatory and supervisory coordination 
became necessary after international capital movements 
‘accelerated in the 1970s, but remained fragile, 
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The nature and variety of 
financial crises 


Financial crises commence with sharp breaks in the 
prices of key financial instruments. The expectations of 
‘market participants suddenly change. ‘Shocks’ course 
through markets, and participants seck to adjust their 
financial holdings rapidly. Unable to accommodate de- 
mands, markets freeze up and very soon the commerce 
depending on them stops. Historically, the conse- 
quences of financial crises have varied in their sever- 
ity and scope. The moments that particularly interest 
us here are those characterized most often by runs on 
bank deposits or their equivalents and by plummeting 
prices in the value of the assets at the core of national 
Payments systems (referred to as a ‘banking crisis’) 
and/or in the value of a national currency relative to 
other currencies (referred to as a ‘currency crisis’. 


Risk and uncertainty 


Capitalist economies rest on foundations of debt. 
Borrowing and lending fuel economic growth. In 
principle, the aggregate financial claims created by 
the interaction of consumers, producers, savers, and 
investors in an economy are eminently supportable 
as long as expected future incomes exceed expected 
future debt repayments. The same logic applies inter- 
nationally when once-separated economies become 
more integrated. At base, this involves the integration 
of markets for information. 

Since we cannot know the future, expectations of 
future balances in national, corporate, or individual ac- 
counts are always subject to doubt. When enough bor- 
rowers and lenders share the perception that the extent 
of such doubts can reasonably be estimated, it becomes 
appropriate to speak of measurable probabilities, or 
risks (Knight 1921; Arnoldi 2009). Risks can be man- 
aged. Indeed, this is precisely what banks do when they 
accept deposits from savers in the short run, pool them, 
and make longer-term loans to borrowers. This simple 
operation lies atthe root of modern systems of creditin- 
termediation and maturity transformation. In more ad- 
vanced economies, the functional equivalent of a bank 
can take the form of various types of firms involved in 
buying and selling securities, like stocks, bonds, invest- 
‘ment funds, and exotic payment obligations. Through 
such banking and near-banking activities, money is 
created and financial claims are generated, priced, and 


exchanged. The different time horizons of savers and 
borrowers are ‘mediated’. Insurance firms do some- 
thing similar when they accept premiums, invest the 
proceeds in diversified portfolios, and estimate future 
payouts. In the absence of financial intermediaries, the 
ability of a particular individual, firm, or government to 
invest would be limited to the amount that individual, 
firm, or government could save out of its own resources 
at any given moment in time 

Even when financial intermediation occurs 
smoothly, say through efficient and prudent banks, 
specific financial claims (assets from the point of view 
of banks, liabilities from the point of view of bor- 
rowers) become insupportable all the time. Mistakes 
are made, misjudgements occur, market conditions 
change unexpectedly. In the wake of such shocks, the 
expectations of creditors can shift, assets can be sold, 
and losses written off. If such shocks become gener- 
alized and creditors become entirely uncertain about 
the limits of future losses, panic can ensue, Debtors 
and creditors, especially creditors late through the 
exit door, suddenly have no sense of their future pros- 
pects. When national financial markets are open to 
the world, conventional distinctions between risk and 
uncertainty can break down fairly easily (Nelson and 
Katzenstein 2014). At any point in time, many vari- 
ables not easily measurable can interact, many con- 
tingencies can arise, and many doubts about the final 
arbitration of conflicts can come to the fore. Because 
of those doubts, a radical sense of uncertainty can 
readily spread like a contagious virus. 

‘The history of global capitalism is replete with such 
episodes of systemic contagion. As Kindleberger put 
it in the title of a famous book, manias, panics, and 
crashes are endemic ina financial market-based system 
(Kindleberger 1978). Few close observers deny that 
financial markets can sometimes move from extreme 
volatility to disastrous instability. Nevertheless, few ac- 
tual markets participants are prepared to concede the 
feasibility of alternative non-market or overtly politi- 
cal mechanisms for the authoritative allocation of eco- 
nomic values in complex social systems. The massive 
human failures associated with planned economies in 
the twentieth century are not easy to forget. 

‘The theoretical debate over whether the financial 
crises associated with modern capitalism are self-cor- 
recting in the absence of government intervention is 
a perennial one. Since the 1930s, however, the scepti- 
cal argument has proved irresistible to policymakers, 
except, as we shall see below, at one crucial and brief 


moment in 2008. The near-disaster that followed re- 
inforced the belief that governments had sometimes 
to intervene in financial markets to stop them from 
collapsing. In the face of a confidence-sapping shock, 
some agency widely perceived to be acting with final 
authority had to administer a counter-shock capable 
of bringing market participants psychologically out 
of the realm of radical uncertainty and back into the 
realm of risk. 

The same logic extends to the international level 
when national markets begin to open up to one an- 
other, Early on in the post-1945 period, the United 
States was the obvious leader, andall looked to it when- 
ever currency or banking crises threatened to become 
contagious. As the financial integration project later 
proceeded and economic power became more dis- 
persed at the global level, more complex and intense 
collaboration among diverse national and regional 
authorities seemed required. Questions concerning 
the reliability of such collaboration, however, rose in 
tandem with doubts about the distributive justice of a 
system that ever more tightly linked financial markets 
across rich and poor countries and appeared to exacer- 
bate local and global social inequalities (Frieden 2006; 
‘Sen 2009; Piketty 2014). 

Notwithstanding the difficulty of imagining signifi- 
cantly different financial systems conducive to global 
prosperity, contemporary history highlights three cru- 
cial facts. Firs, financial crises, and especially banking 
crises, recur; their only reliable predictor seems to be 
periods of market euphoria suggesting that high debt 
levels are now tolerable because ‘this time is different” 
(Reinhart and Rogoff 2009). Second, when financial 
markets cross legal and political borders, the prob- 
ability of crisis increases as the information embedded 
in prices becomes less readily accessible for all mar- 
ket participants; in the deep structure of contempo- 
rary financial markets, the information asymmetries 
analysed by economists and the power asymmetries 
analysed by political scientists overlap. Third, when 
financial markets are calm, the crisis-borne wisdom 
of rebuilding national buffers and placing firm limits 
on the global diversification of financial portfolios be- 
comes politically and practically untenable. 





Currency crises and banking crises 


Economic historians commonly depict the period 1870 
to 1914 as the first to witness the rapid expansion of 
cross-border financial markets (Flandreau and Zumer 
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2004; Frieden 2006). Although few countries were in- 
volved, by some measures the scale of international 
financial intermediation far exceeded anything that 
has developed since then. A golden age only for some, 
the purchase and sale of financial claims to foreigners 
boomed. So, too, did defaults, especially around 1875, 
and then again when the world began marching to- 
wards what became known as the Great War. In an era 
when the values of the main currencies were meant to 
be firmly pegged to one another (recall the discussionin 
the previous chapter of the gold standard, which itself 
never worked perfectly), such defaults often translated 
into bank failures. After 1919, the incidence of banking 
crises escalated, but s0, too, did currency crises when 
re-pegged exchange rates would not hold. The disas- 
trous decade commencing in 1929 was characterized 
by the awful coincidence and global explosion of bank- 
ing and currency crises (Kindleberger 1973). 

Currency crises continued to plague the system 
that eventually emerged from the ashes of the Second 
World War. Efforts by the United States and its victori- 
ous allies to ensure internal financial stability and peg 
key exchange rates did succeed in reducing the inci- 
dence of banking crises in the decades immediately fol- 
lowing the war. But even after 1945, recurrent currency 
crises strained efforts to hold the Bretton Woods ex- 
change rate system together. As Helleiner noted (Chap- 
ter 8 in this volume), those efforts finally ended in the 
carly 1970s, when the link between the world’s leading 
currency and the price of gold was broken. After 1973, 
banking crises once again became a fact of interna- 
tional economic life; so, too, did their coincidence with 
currency crises, mainly in the developing world (Bordo 
and Eichengreen, 2002). As we shall see, in 2008 came 
a powerful reminder that advanced industrial countries 
remained far from immune to such coincidences. 


KEY POINTS 


‘+ Financial markets help societies to reduce uncertainty and 
manage risks, but they are prone to periodic breakdowns, 

‘+ The most damaging financial crises occur when banking 
markets and currency markets simultaneously come 
under pressure. 

+ Alter the end of the Bretton Woods exchange rate 
system in the early 1970s and before the cross-border 
crisis of 2007, banking and currency crises occurred with 
most frequency in emerging market countries. 
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The changing policy context 


In 1974, the failure of a German bank, Bankhaus |. 
D. Herstatt, to honour its foreign exchange contracts 
had knock-on effects that ultimately led to the col- 
lapse of the Franklin National Bank of New York 
(Spero 1980). Long memories recalled the failure of 
the Credit-Anstalt Bank in Austria in 1931 and the 
contagion it eventually spread through world mar- 
kets (Schubert 1992). This time, governments inter- 
vened to contain the damage, and the international 
economic system as a whole did not spiral into de- 
pression. The lessons of 1931 had apparently been 
learned, even as critics argued that the moral hazards 
created by the intervention made integrating markets 
more, not less, fragile. 

‘Throughout the 1970s, banks based in advanced in- 
dustrial countries rapidly expanded their international 
lending operations throughout the 1970s, while multi- 
national corporations diversified their investment 
and trading activities. Individual and corporate inves- 
tors gradually began buying more bonds and other 
financial instruments issued by developing-country 
governments and firms based in Central and South 
America. Some associated capital flows were trade 
related, some investment related, and some simply re- 
flected the kind of financial speculation inherent in a 
market-based system now becoming more global. Not 
surprisingly, crises with cross-border effects now oc- 
casionally occurred (Martinez-Diaz 2009). The conse- 
quent question for policymakers became both obvious 
and difficult to answer. When real economic growth 
rates were sought in excess of those capable of being 
generated by domestic savings, how were the benefits 
and costs of financial openness to be distributed? 


Domestic policy reform, international 
systemic consequences 


By the 1980s, ithad become clear that states constitut- 
ing the international economy had collectively moved 
away from one set of policy trade-offs and towards 
another. Immediately after the Second World War, 
they sought to reconcile their newfound desire for 
exchange rate stability with their interest in maintain- 
ing independent monetary policies. Both as a matter 
of logic and of policy, they therefore had to tolerate 
limits on inward and outward capital flows—the ‘un- 
holy trinity’ framework discussed in Helleiner’s chap- 
ter. Four decades later, their priorities had changed. 


Capital mobility and monetary autonomy were 
privileged, and they were willing to tolerate variable 
exchange rates as well as more openness and more 
volatility in their expanding financial markets (Obst- 
feld and Taylor 2004). 

In the 1970s, to be sure, some developing countries 
sought to limit the future role of privately owned in- 
ternational capital, and they demanded a new inter- 
national economic order (Krasner 1985). Over the 
course of the next decade, though, most of them had 
abandoned such a quest (Boughton 2001). Few ini- 
tially joined the leading states in assigning priority to 
financial openness over exchange rate stability, and the 
painful earlier experience of leading states in attempt- 
ing to maintain exchange rate pegs would often be 
repeated. With the rise of East Asian economies and 
especially China in ensuing decades, private capital 
flows would increase rapidly even as control regimes 
would sometimes only gradually and tentatively be 
loosened (Figures 9.2 and 9.3). 

Over time, exchange rates measure relative price 
levels across economies that are linked together by 
trade and investment. They can, however, also gyrate 
wildly in the face of speculative pressures or unantici- 
pated economic or political shocks. As real economies 
become more open to trade and foreign investment, 
such flexibility can be difficult to manage, both eco- 
nomically and politically. In the short run, exporters, 
importers, and investors may be able to hedge their 
foreign exposures, but thisis costly and gets more prob- 
lematicas time horizons lengthen. Standard economic 
theory, if still debatable, suggests that the best way 
to limit currency fluctuations is to coordinate mon- 
etary and fiscal policies cross-nationally. Industrialized 
economies demonstrated only intermittent interest in 
that option after the move to floating exchange rates 
in the early 1970s, despite rhetorical expressions to the 
contrary at successive high-profile meetings of the 
G7/Gs and other collaborative bodies (Baker 2006). 
They have, instead, left it to more open financial mar- 
kets to attempt to impose on national societies the 
economic discipline necessary to stabilize the system 
asa whole. In practice, the stronger the country—that 
is, the more it was capable of generating and retaining 
its own domestic savings and/or the more it was capa- 
ble of attracting foreign capital flows despite its pursuit 
of unbalanced fiscal and monetary policies—the lower 
such disciplinary effects turned out tobe. In any event, 
through such macro-policy choices, leading states con- 
structed a system that relied on the possibility of sharp 
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Figure 9.2. Net capital inflows to developing countries 
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reversals in capital flows to force on themselves and Political sovereignty and economic 
others that modicum of coordination required forthe interdependence 

interdependence of real economies to deepen. Partly 

in reaction, European states sought to restore some 
room for manoeuvre through the establishment of a &€84 £0 forget the past—intentionally or not. When 
regional currency union (Abdelal 2007) a fund manager is earning 5 per cent a year for a 


When financial markets are booming, participants 





Figure 9.3 Composition of net private capital inflows to developing countries 
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client, it is difficult to stay employed when col- 
leagues elsewhere are claiming returns of 10 per 
cent. Still, only the most ideologically biased par- 
ticipants in global markets choose entirely to ignore 
history. Perhaps this helps explain why, despite their 
collective preference for financial openness, no 
governments have unambiguously embraced the 
principle that capital has an inviolable legal right to 
cross borders, and why the idea that capital controls 
may sometimes be necessary has even been noted in 
recent IMF research. In this regard, it is telling that 
governments continue refusing to match global 
treaties on trade with robust agreements on the 
collaborative regulation of capital movements or 
to designate a global overseer for systemically sig- 
nificant cross-border financial intermediaries. The 
architects of the post-1973 order will simply not 
lodge ultimate political authority over international 
financial markets at the level where it logically be- 
longs. No international agency has been authorized 
comprehensively to govern international capital 
movements. States have instead opted to allow the 
global expansion of the financial intermediaries 
they themselves continue to license and more or 
less to monitor. 


When confidence-withering crises spill over na- 
tional borders, who would ultimately be responsi- 
ble for bailing out banks and other intermediaries 
confronting the prospect of collapse? During actual 
financial crises in the decades following the break- 
down of the Bretton Woods exchange rate system, 
the answer became clearer and clearer (Kapstein 
1994). Last-resort facilities remained under the ex- 
clusive purview of individual states themselves, 
and the home states of globally active financial in- 
termediaries therefore bore primary regulatory 
and supervisory responsibilities. Pre-emptive or 
precautionary credit was made available to others 
either not at all or by key states acting on their own 
or jointly through treaty-based intergovernmen- 
tal organizations like the International Monetary 
Fund and through central banking networks (Hen- 
ning 2002). At points of emergency, a modicum of 
trust between home and host states remained both 
crucial and tenuous. Every cross-border financial 
crisis since the 1970s thus refocused attention on 
the underlying fragility of the policy experiment in 
financial liberalization in a system fundamentally 
characterized by dispersed political authority (see 
Box 9.1). In their aftermath come now-predictable 


The Global Financial Panic of 
the Late 1990s 


Inthe mid 1990s, interest rates fll and stock markets boomed 
in North America and Western Europe. Banks and portfolio 
investors, including rapidly expanding mutual funds and hedge 
funds that pooled and leveraged the capital of institutional and 
‘wealthy investors, increasingly looked abroad for higher returns. 
With those higher returns came higher risks. They manifested 
themselves in localized currency crises, asin Mexico in 1994, but 
they seemed manageable in an expanding array of opening 
‘markets, Japanese banks in particular, confronting stagnant 
demand in a slumping home market, considered it an ideal time 
‘to expand aggressively across the East Asian region. Both public 
sector and private sector borrowers in many emerging-market 
‘economies discovered new and ready sources of funds, and they 
borrowed heavily. 

In Thaitand, much of this new debt was denominated inthe local 
‘currency, which the Thai government valued at a pegged, not 
floating rate. By buying local debt, investors and creditors in 
‘essence, bet that the Thai baht would hold its value. Early in 





197, however. Japanese banks, which then held about half of 
‘the country’ foreign debt. began to lose confidence. They 
‘sought to reduce their exposures in Thailand as wells in a 
‘number of neighbouring countries. Their pullback prompted a 
regional liquidity crunch. Soon, generalized fears of a 
devaluation of the baht became seif-fuling, and other Asian 
nations needed to defend the competitive advantages of their 
‘own exporting industries by allowing their own currencies to 
depreciate. 

‘Capital suddenly flew out of South Korea, Indonesia, and 
Malaysia. Just a a bank hit by a run of depositors is forced 
hurriedly to raise cash by calling in loans, investment funds had to 
meet demands for withdrawals by liquidating their assets. As 
their Thai assets deciined in redeemable value, they withdrew 
‘what they could as quick as possible from their Asian 
portfolios. Lquidity dried up across the region, and very quickly 
‘the solvency of focal banks recently considered sound came into 
question. 


‘The government of Malaysia tried to stem the panic by 
imposing capital controls to forbid the repatriation of what its 
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prime minister labelled the immoral gains of speculators 
‘Others took the more conventional route of calng in the IMF 
‘to provide emergency funding until the panic subsided. Such 
borrowing from the Fund and other multilateral agencies came, 
‘as usual, with conditions attached. In this case, however, the 
‘terms were particularly controversial. Whereas borrowing, 
‘countries saw themselves struggling against a short-term 
problem, the Fund began insisting on more fundamental kinds 
of reform designed to make East Asian markets, incliding 
financial markets. more open and more transparent. Talk of 
Tneo-imperiaism by Western powers, especially the United 
States, became commonplace as national incomes fell across 
‘the region, imports declined, and a cut-throat competition to 
maintain exports ensued. 

In the midst of the East Asian debacle, Russias post-1991 
experiment with frontier capitalism crashed into a wall of 
Lnsustainable foreign debt. t certainly seems in retrospect that. 
many foreign investors had unwisely discounted the possibilty 
that Russias new clas of tycoons would take careful measures 
to spirit their own capital out ofthe country. By the summer of 
1998, even a massive IMF loan could not bolster confidence in 
the value of the rouble. It also faled to attract back private 
Russian capital invested in safe Western investments. Not 
‘coincidentally American and European investors pulled out 
‘what they could, When the Russian government defaulted in 
‘August and simultaneously devalued the rouble, seismic shocks 
immediately hit the core of the world's financial syste. Loans 





extended to hedge funds were called in by banks, while stock 
markets plummeted around the world. Fearing that other 
‘emerging-market economies would follow Russa, panicked 
financiers pulled vast amounts of capital out of Mexico, Brazil 
‘Argentina and elsewhere. 


In September 1998, Long-Term Capital Management (LTCM), 
a particularly prominent and highly leveraged American 
hedge fund with little direct exposure in emerging markets, 
found its heretofore extremely successful investment 
strategies wrecked as the crisis spread unexpectedly from 
‘Asia to Russia (Lowenstein 2001). While the consensus view 
among American financial market regulators would ordinarily 
have been to let such an entity bear the cost of its mistakes, 
and even to fail, panic had by now gripped Wall Street itself. 
“The Federal Reserve encouraged a consortium of LTCM's 
creditors to take over the firm's dwindling assets, gradually 
‘unwind its bad bets, and replace its management, No one 
doubted that the full faith and credit of the US government. 
would be available if required, but in the end this more 
limited emergency operation succeeded and calm gradually 
returned to the markets of industrial countries. For most 
‘emerging-market economies toeing the line of policy 
liberalization in an effort to attract capital investment back 
again after the panic subsided, the situation soon began to 
improve (Boughton 2012). Around the world it seemed that 
‘the new millennium heralded the dawn of a promising era of 
financial globalization, 








collaborative efforts to measure and assess cross- 
border financial risks more effectively, to improve 
instruments designed to prevent future crises, and 
to agree on future procedures for emergency man- 
agement when such instruments fail. The political 
energy behind such initiatives, however, tends to dis- 
sipate as memories fade and competitive impulses 
build once again. Despite its fragility, the overarch- 
ing policy experiment continues. 





+ Crises have not stopped policy moves towards financial 
‘openness in advanced or emerging-market economies. 

+ Sovereignty remains an important legal doctrine in a 
slobalzing economy, but in practical policy terms itis 
under rising pressure as the need collectively to manage 
bborder-spanning risks becomes ever more obvious. 





Risk assessment and crisis 
prevention 


No modern financial market exists for long without 
common standards understood by all participants. 
At the most basic level, financial information must 
be expressed in an understandable form so that risks 
may be recognized and measured. The intermediar- 
ies between the buyers of financial claims and the 
sellers must be deemed trustworthy. Accounting, 
auditing, and licensing rules form the bedrock. In all 
but the most limited local markets, or in all but the 
most libertarian utopias, such rules have not been 
spontaneously generated. Somebody has to provide 
the collective goods of standard setting, adjudica- 
tion, reform, and, ultimately, rule enforcement. Even 
illegal markets, if they are to persist, require some- 
‘one to instil confidence in the finality of exchanges. 
In legal markets, by definition, such collective goods 
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are provided by the authoritative maker and enforcer 
of binding laws. To be sure, governments can and 
do delegate the responsibility to define and promote 
technical standards for risk assessment in many of 
the world’s financial markets. But all contemporary 
‘markets that are legal rest on standards, rules, and en- 
forcement procedures associated with governmental 
authority in one form or another. Even central banks 
that we now conventionally label ‘independent’, like 
the European Central Bank and the central banks of 
the most advanced countries, derive their authority 
from constitutional arrangements or interstate trea- 
ties widely accepted as legitimate. Risk assessment 
and crisis prevention policies begin here. They are de- 
signed to instil and reinforce confidence in the long- 
term stability of markets. 


Defending public and private interests 


International financial crises obviously expose ju- 
risdictional ambiguities. But they have not yet been 
followed by the establishment of an unambiguous 
global standard-setter or a global agency capable of 
final rule enforcement. The frontier of markets inte- 
grating across political and legal boundaries therefore 
remains characterized by intergovernmental bodies 
and voluntary industry associations expected to ne- 
gotiate common cross-border understandings (Bry- 
ant 2003). Standard-setting bodies with mixed public 
and private-sector participation are increasingly com- 
mon. In the United States, the United Kingdom, and 
elsewhere, governments have often been willing to 
let market participants attempt to reach agreement 
among themselves on best operating practices. When 
such attempts fail and markets are threatened with 
disruption, however, governments and central banks 
come out of the shadows. 

Contemplating the ever-present possibility that a 
bank they regulate could fail and thereby compromise 
the financial system as a whole (systemic risk), govern- 
ments retain the ultimate capabilities either to dip into 
national treasuries or to rely on their central banks for 
the funding required to withstand market turmoil. 

Over time, other kinds of financial intermediar- 
ies found ways to provide analogous services more 
cheaply. With the post-1970s emergence and global 
expansion of a shadow banking system more lightly 
regulated than its banking counterpart, the logic of 
international collaboration on standard setting and 
rule enforcement began to spread beyond the banking 


sector. To some extent, most firms in globalizing in- 
surance, securities, and asset-management businesses 
were supervised in their home markets, but the gov- 
ernmental agencies licensing and overseeing them 
sometimes tried to minimize their own offshore re- 
sponsibilities. That is, governments attempted both to 
limit their own potential liabilities and to reduce the 
risk that firms would make imprudent judgements in 
the belief that they would be in all cases bailed out. As 
in the banking sector though, setting standards, defin- 
ing enforcement responsibilities, and limiting official 
liabilities became more complicated as functional and 
geographic barriers were permitted to erode. Disen- 
tangling the links between banks and other kinds of 
financial firms became more difficult, and drawing a 
clear dividing line in real time between public interests 
and private risks was no longer a straightforward task 
(Pauly 2009). 


Recognizing systemic risks 


By the 1980s, multilateral collaboration on systemic 
risk recognition and assessment became focused on 
central bankers’ clubs hosted by the Bank for Inter- 
national Settlements (BIS), Originally established to 
manage reparations payments after the First World 
‘War, the BIS survived attempts to close it down after 
1945. Thirty years later, after it had developed a prof- 
itable business managing central-bank reserves, it 
proved a convenient venue for monetary and finan- 
cial meetings and a source of staff support. The Basel 
Committee on Banking Supervision (BCBS) was the 
first of the clubs to benefit. 

‘The focus of the BCBS is at the micro-level, spe- 
cifically on large banks active across national borders 
and the core payment systems they operate. In 1999 
and having just come through a crisis, G20 govern- 
‘ments established the Financial Stability Forum (FSF) 
to concentrate on the macroeconomic implications 
of integrating financial markets. ‘Macroprudential 
policies’, addressing systemic vulnerabilities that 
could threaten even healthy and well-managed finan- 
cial intermediaries, came to the forefront when the 
FSF became the Financial Stability Board ten years 
later. Other bodies were also established or expanded 
to promote regulatory and supervisory collaboration 
across markets that now bridged diverse financial sec- 
tors (Box 9.2). Together, the often-overlapping activi- 
ties of many of these groups came to be called the 
“Basel Process’. 
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Institutions for Financial Policy 
Collaboration 


Bank for International Settlements (BIS) 


Established in 1930 to oversee Germany/s war reparation 
payments. After the Second World War this institution based in 
Basel, Switzerland, assisted European governments in their 
monetary and financial interactions. After the 1960s, its role in 
facilitating a multilateral payments system in Europe made it an 
‘obvious venue for intensifying dialogue among central bankers, 
‘now including the United States and other non-European 
‘countries, on a broad range of regulatory and supervisory issues 
“Today, the BIS provides a meeting venue and secretariat for 
several collaborative committees, including the Basel Committee 
of Banking Supervision (BCBS), the Committee on the Global 
Financial System, the Committee on Payments and Market 
Infrastructures (PMI), the Markets Committee, and the he 
‘Central Bank Governance Forum, and the Irving Fisher 
‘Committee on Central Bank Statistics. 


Basel Committee on Banking Supervision 


Established in 1975 to promote collaborative approaches on 
issues of common concern among its members as a Standing 
‘Committee of the Central Bank Governors of the G-10. 
(Actually numbering | |, the central banks of Belgium, Canada, 
France, italy Japan, the Netherlands, the United Kingdom, 

the United States. Germany, Sweden, and Switzerland agreed in 
‘the early 1960s to provide borrowing arrangements for the 
IMF. BCBS participants also now include Argentina, Australia, 
Brazil, China, the European Union, Hong Kong SAR, India, 
Indonesia, Korea, Luxembourg, Mexico, Russia, Saudi Arabia, 
Singapore, South Africa, Spain, and Turkey) The Committee 
cooperates with other regional groups and as it develops 
international standards on capital adequacy for banks and core 
principles for the effective supervision of cross-border banking. 
‘Among other activities, it promotes its standards globally 
‘through a biennial International Conference of Banking 
Supervisors. The Committee also works with related central 
bank committees convening at the BIS as well as with the 
1OSCO, the IADI, and the IAIS (see below) on issues related to 
‘the operations of financial conglomerates, including the division 
of supervisory responsibilities both functionally and 
‘geographically (Goodhart 201 |). 


Financial Action Task Force 


Initiated at the 1989 summit meeting of the G7 to combat 
money laundering. A small secretariat based in the OECD, but 
not technically pat of that organization. it coordinates national 
efforts, now also aimed at disrupting the financing of terrorism 
ina world of more open markets. 





Financial Stability Board (FSB) 


Following the international financial crses of the late 1990s, the 
G7 finance ministers and central bank governors brought 
‘together national financial regulators from a wide range of 
countries hosting important international financial centres, 
‘together with international organizations involved in financial 
policy matters. The Financial Stability Forum (FSF) began 
‘meeting in April 1999 and maintained a small secretariat at the 
IS. In April 2008, the G20 expanded its membership to include 
‘Spain and the European Commission and transformed it into a 
‘more ambitious effort with the mandate of fostering macro- 
prudential collaboration among central banks and financial 
supervisors that is, on ensuring that the oversight of financial 
institutions included not only analysis ofthe effects of 
institutional failure on the system asa whole but also rigorous 
assessment of the effects of systemic shocks on the institutions 
themselves. The FSB, with an expanded but stil modest 
secretariat comprised mainly of officals seconded from central 
banks. was to be a vehicle for consultation across various 
standard setting groups and organizations, It was to link its 
country-level work to the Financial Sector Assessment Programs 
‘of the World Bank and the IMFand to the Fund's surveillance 
‘operations. Especially after the crisis of 2008, particular 
‘emphasis was placed on complexissues related to the regulation 
of capital adequacy and liquidity management in cross-border 
and systemically significant financial institutions. 


G7/G20 


Dating back to informal meetings of European finance ministers 
after the collapse of the Bretton Woods exchange rate 
arrangements, regular annual meetings of financial officials and 
heads of government now occur under these rubrics, Originally 
including seven members, the United States, France, the UK, 
Germany, Japan, Canada. and taly in recent years also met with 
Russia and the European Union. The G20, which includes leading 
emerging market-countries lie China, India, Brazil, and South 
‘Africa may overshadow smaller groups in the future. 

‘Meetings often involve the confidential sharing of information 
‘on financial and economic policies. Personal relationships 
‘thereby developed and reinforced can be useful when it comes 
‘0 coordinating national policies rapidly inthe face of 
international financial crises. There is no secretariat, but the 
archive of communiques and other group documents is located 
in the library system of the University of Toronto. 
International Accounting Standards 


Board (IASB) and International 
Federation of Accountants (IFAC) 
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accounting principles and auditing practices. Activities intensified 
during the 1970s and came to prominence in the 1990s after a 
series of accounting scandals in the United States and other 
‘major markets. 


International Association of 
Deposit Insurers (IAD!) 


Established in 2002 to enhance the effectiveness of national 
deposit insurance systems. Its membership includes 80 depost. 
insurers, and its secretariat is housed at its secretariat has been 
housed in Basel, Switzertand, where it receives technical 
assistance from the BIS. 


International Association of Insurance 
Supervisors (IAIS) 


Established in 1992 to encourage cooperation among regulators 
and supervisors of insurance companies. Since 1998, its 
secretariat has been housed in Basel, Switzerland, where it 
receives technical assistance from the BIS. 


International Bank for Reconstruction and 
Development (World Bank) 


Also originally created at Bretton Woods (see Wade, Chapter 
12, and Philips, Chapter 13 in this volume), 


International Monetary Fund (IMF) 


Designed at the Bretton Woods Conference, july 1944, (For 
details on its subsequent evolution, see Helleiner: Chapter 8 
inthis volume.) 


International Organization of 
Securities Commissions (IOSCO) 


With a secretariat based in Montreal, Canada, IOSCO sponsors 
conferences and other linkages among the regulators of national 
stock and other securities markets. Designed to facitate the 
sharing of information and best practices. it developed during 





the 1970s as buyers and sellers of securities increasingly moved 
their funds across national borders. 


Organisation for Economic Co-operation and 
Development (OECD) 


Evolved out of efforts after the Second World War to facilitate 
the use of Marshall Plan resources. Often now considered a 
think tank for industrial countries contemplating various forms 
‘of economic policy coordination. 


Regional Development Banks 


‘With local mandates akin to the global development mandate of 
the World Bank these multilateral organizations are now 
imvolved in providing technical advice for financial market 
‘deepening, regulation, and supervision in Africa, Latin America, 
East Asia, Eastern Europe, and Central Europe. 


United Nations (UN) 


‘Various UN commissions. agencies, and departments, such 
«as the Department of Economic and Social Affairs in the 
New York-based secretariat, have mandates to review 
international financial developments and seek to promote 
understanding among member states on issues of equity and 
efficiency in the global economy, In recent years, its focus has 
shifted to ensuring the availabilty of adequate financing for 
developing countries and to promoting internationally 
agreed Millennium Development Goals for poverty 
reduction and sustainable development (the ‘Monterrey 
Consensus’). 


World Trade Organization (WTO) 


Having grown out of the General Agreement on Tariffs and 
‘Trade (GATT), under which national trade policies have been 
liberalized on a mutilateral basis ever since 1948, the WTO has 
\growing responsibiities for trade in goods as well as various 
services, induding a widening range of financial services. 








Banking crises initially led the BCBS to propose a 
concordat to clarify the respective responsibilities of 
the home and host country supervisors of cross-bor- 
der banks. It followed this up with efforts to promote 
minimum standards for bank capital reserves, which 
‘were expected to be available to absorb loan losses and 
reduce the likelihood that national monetary and fiscal 
resources would be called upon for bailouts (Basel 1). 
It also commenced work with other national and re- 
gional bodies to bolster the effectiveness of prudential 
supervision for banks and a widening range of financial 


intermediaries. In 2006, the most extensive and detailed 
effort to ensure capital adequacy in globally active 
lenders came in an accord commonly dubbed Basel Il, 
Under its terms, international lenders were encouraged 
to bring sophisticated and self-disciplined risk-manage- 
‘ment techniques into calculations of capital adequacy. 
The politics of policymaking through technocratic 
clubs here reached a limit, not least because underlying 
risk-cultures across major states and regions remained 
distinctive but also because ‘self discipline’ in a competi- 
tive environment often proved to be an oxymoron. 
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Figure 9.4 Cumulative American bank failures (2000-15) 
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‘The fact that the implementation of Basel II left 
much discretion for national supervisors was only 
‘one source of future trouble. The accord enhanced 
the competitive advantages of large money-centre 
banks. Astute observers pointed out that its impact 
might also be ‘pro-cyclical’. That is, banks around 
the world would be encouraged excessively to re- 
strict lending during recessions and imprudently to 
expand lending during booms. They proved to be 
correct. The Basel Process could promote common 
risk-assessment standards, but the enforcement of ac- 
tual operating rules would always depend upon local 
agencies mainly responsive to diverse and sometimes 
conflicting domestic policy priorities (Singer 2007). 


Policy failures 


‘The main symptom of mounting systemic problems 
took the form of enduring imbalances in the cur- 
rent accounts of leading countries. By the turn of 
the twenty-first century, it was clear that the United 
States was importing too much, saving too little, and 
depending for its financing needs on vast inflows of 
capital from China, Japan, Germany, and many mid- 
dle-income and developing countries. For a time, the 
situation looked like a happy one for all concerned, 
not least for the cross-border financial institutions han- 
dling the requisite capital flows. Instead of encourag- 
ing macroeconomic adjustments, expanding capital 
markets permitted imbalances to grow. 

‘These imbalances—combined with loose monetary 
policies, lax regulation, excessively high leverage in key 
and uninsured financial intermediaries, a dysfunctional 


credit-rating system, ill-conceived financial innovations 
and executive compensation practices, manic specula- 
tion, a broadly under-appreciated turn in the business 
cycle, and, underneath it all in the American economy, 
an over-eliance on the housing industry—are now 
all commonly blamed for what happened next. Real- 
estate related bank failures were not new in American 
history, but after 2007 staggering numbers occurred 
(Figure 9.4). In their wake, the capacity of existing mul- 
tilateral arrangements to pre-empt contagion across 
the markets to which those banks were now directly or 
indirectly connected proved inadequate. The politics 
of tacit intergovernmental understandings, together 
with reliance on inadequately equipped international 
organizations and clubs, failed to prevent the worst sys- 
temic financial emergency since 1945. 


_ KEY POINTS 


‘+ Since the collapse of the Bretton Woods exchange-rate 
regime, governments have attempted to cooperate more 
intensively to prevent financial crises. 

+ Fundamental macroeconomic policy choices condition the 
flow of capital across national borders, but capital fight 
‘an sometimes occur unexpectedly. 

‘+ Policy collaboration to reduce the chances that a localized 
financial crisis wil spread has often involved talk about 
|pint moves in fiscal and monetary policymaking, but 
‘broad and substantive movement to render global 
markets more resiient has occurred mainly in regulatory 
and supervisory arenas. The results have been mixed, and 
‘Significant challenges remain. 
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Managing systemic emergencies 


As outlined in Box 9.3, governments around the world 
intervened heavily and directly in global markets in 
the fall of 2008 and long afterwards. The United States 
in particular lent and invested monetary and fiscal re- 
sources lavishly. The beneficiaries included most of its 
own large financial nstitutionsand many foreign-head- 
quartered institutions operating within and across its 
borders. The equivalent of a systemic run had started 
in securities firms, and it very quickly threatened to 
bring down the money-centre banks upon which they 
and everyone else ultimately depended. Central bank 
funding and eventually fiscal resources managed by 
the US Treasury flowed to an array of domestic and 
foreign financial intermediaries. Table 9.1 provides 


just one insight into the implications. It lists estimated 
earnings generated by selected banks drawing on US 
central bank liquidity facilities, the spread between 
what they paid for their funding and what they likely 
earned from onward lending. Bank recapitalization, in 
short, was heavily assisted by publicly funded bailouts. 

In circumstances where illiquidity and insolvency 
were not easy to differentiate, 190 firms benefited from 
Fed facilities between 2007 through 2010. The total 
bank earnings resulting from the use of those facili- 
ties topped USSI3 billion, thus offsetting a large chunk 
of the USS21.6 billion in losses those same banks re- 
corded during the crisis. Although the specific tech- 
nique for stabilizing banks at the core of payments 
systems was hardly novel, the scale and global reach of 
this particular operation was stunning. Other Federal 


Timeline for the Crisis of 2008 


17 May 2007 

Following months of rising turbulence in US housing markets, 
‘combined with mounting scandals involving government- 
affliated agencies that guaranteed $5 trilion in increasingly risky 
mortgages, Federal Reserve Chairman Ben Bernanke says 
hhousing:related defaults wil not seriously harm the US economy. 


June 2007 


‘Two highly leveraged hedge funds owned by the investment 
bank, Bear Stearns, report large losses and are forced to begin 
seling assets at distressed prices. The trouble spreads to major 
‘Wall Street firms, which had lent the funds money. Similar 
problems emerge in the United Kingdom, and it would later 
‘emerge that many European and Asian institutions owned vast 
amounts of subprime mortgage-backed securities. 


August 2007 


Early in the month, US stock markets fall sharply. ‘Crect crunch’ 
spreads around the world as subprime mortgage-backed 
securities are disclosed in portfolios of banks from BNP Paribas 
‘to Bank of China. To provide market liquidity, the Fed cuts 
interbank interest rates and injects nearly $100 billon into the 
US banking system. The European Central Bank and the central 
banks of Japan, England, Canada, and Australia make coordinated 
‘moves to provide liquidity in their own markets 


16 August 2007 
Stricken by losses in investments related to US subprime 
mortgages, the German regional bank, SachsenB, is rapidly sold 





to Germany/s biggest regional bank, Landesbank Baden 
‘Woerttemberg. The same day. Countrywide Financial 
‘Corporation, the biggest US mortgage lender, narrowly avoids 
bankruptcy by taking out an emergency loan of $1 | billion from 
‘a group of banks, Shortly thereafter the UK bank, Northern 
Rock, requests Bank of England assistance in the face of a run by 





eptember 2007 


‘The Fed starts cutting broader interest rates, and will 
continue doing so at seven straight monthly meetings 

‘and one unscheduled emergency meeting, It also begins 
providing liquidity to broker-dealers in securities markets and 
to accept troubled mortgage-backed securities as collateral, 
‘Staggering losses soon begin to be announced by 
international giants like the Union Bank of Switzerland and 
Merrill Lynch in New York. 


2 November 2007 


‘The US Treasury finally implements the Basel Il nk capital 
‘adequacy accord negotiated by the BCBS. 
12 December 2007 


‘The Federal Reserve's Open Market Committee 
negotiates swap ines with the European Central Bank and the 
‘Swiss National Bank for up to $20 billion and $4 billion, 
respectively, 


11 January 2008 


Bank of America pays $4 billion for faiing Countrywide Financial, 
‘the country’s biggest and deeply troubled mortgage originator 
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28 January 2008 


Four days after the first nationwide dectine in housing prices 
since the 1930sis announced, the Economic Stimulus Act of 
2008 is proposed in the US Congress. The next day, the House 
of Representatives passes a $146 billion ad package to speed up 
‘tax rebates to most taxpayers. The Senate increases the package 
and the legislation is sent to the President on 7 February Soc 
days later, Northern Rock Bank is nationalized in the UK 


16 March 2008 


JPMorgan Chase & Co. acquires what s left of Bear Steams, na 
deal engineered and backstopped by the Fed. The G7 france 
ministers launch a review of the global financial reguatory system. 


16 June 2008 


‘The New York investment bank, Lehman Brothers, reports a 
loss of $2.8 bilion in the second quarter. Within the firm, funds 
begin to flow from units overseas back to New York a 
development that will cause host countries to raise serious 
bjections. Three days later, ex- Bear Stearns fund managers are 
arrested by the FBI for allegedly misrepresenting the fiscal health 
Cf their funds heavily invested in subprime mortgages. 


31 August 2008 


‘German Commerzbank AG takes over Dresdner Kleinwort 
investment bank: Seven days later, US Treasury Secretary Henry 
Paulson announces a public tonservatorship' for cash-starved 
mortgage-guarantors Fannie Mae and Freddie Mac. 


14 September 2008 


Lehman Brothers files a Chapter || bankruptcy petition after 
the failure of official attempts to arrange for the 15-year-old 
firm to be taken over by another private firm. The next day, 
Under pressure from government officals, the Bank of America 
‘acquires Merril Lynch. 


16 September 2008 


In coordinated operations. central banks around the world 
pump billions of dollars into money markets. Panic increases. and 
the US government announces an unprecedented blanket 
‘Buarantee for money market funds. The same day the Fed lends 
insurance gant American International Group (AIG), an arm of 
‘which had become a key insurer of rapidly depreciating 
mortgage-backed securities, $85 billon in exchange for nearly 
80 per cent ofits stock. The price of gold soars by over 8 per 
‘cent, equity markets continue a broad global retreat, and 
governments around the world begin moving to ban the 
speculative short-seling of financial stocks. 





21 September 2008 


Goldman Sachs and Morgan Stanley the two remaining, 
{ants in US investment banking markets change ther legal 
charters to become bank holding companies, thus gaining 
access to the emergency liquidity faites of the Fed. 

‘Three days later, in the largest bank failure in US history, 
‘Washington Mutual collapses and with government support is 
sold to JPMorgan Chase. 


29 September 2008 


‘The US Congress rejects a $700 billion plan to bal out the US 
financial system. As various banks are nationalized or merged 
into stronger institutions around the world, the Fed continues 
supporting markets with massive liquidity operations, while the 
‘Securities and Exchange Commission and the Financial 
‘Accounting Standards Board announce moves to relax 'mark-to- 
market’ accounting rules that have the effect of exaggerating 
actual credit losses. The next diy, spreads on short-term lending 
between top-tier banks, normally quite low, spike to 7 per cent, 
their highest levels ever recorded. 


| October 2008 


‘The US Congress reverses itself and two days later, President 
‘Bush signs the $700 bilion Emergency Economic Stabilization 
Actinto law. Three days later, EU leaders travel to Paris for an 
emergency summit. During the next week, stock markets 
around the world record their worst week since the early 

1930s Iceland!s banking system collapses, major British banks are 
partly nationalized: Germany, France, and other EU countries 
prepare decisive measures to stabil fling local banks, Fearing 
a global economic collapse, central banks around the world 
simultaneously slash interest rates. 


10 October 2008 


G7 finance ministers and central bank governors meet in 
‘Washington and agree to coordinated monetary and fiscal 
actions to prevent the credit criss from throwing the world into 
depression. Gting provisions of anti-terrorist laws, the UK 
‘government freezes Icelandic assets in a bid to force the country 
‘to compensate British depostors in failed intermediaries owned 
by Iceland's main barks. 


22 October 2008 


‘The House Oversight and Government Reform Committee 
_gils executives from the countrys leading credit-rating 
‘companies which had privately acknowledged for more than a 
year that conflicts of interest contributed to excessively 
‘favourable ratings of mortgage-backed securities. 
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10 November 2008 


‘China announces a $586 billion stimulus package, the largest in 
‘the country’ history, The US Treasury expands a rescue package 
for troubled insurer, AIG, to $150 billon and allows direct 
government investment in the company. 


28 November 2008 


‘The BCBS provides new guidance on the valuation of assets at 
fair market prices, while the World Bank launches a Debt 
Management Facility to help developing countries address future 
debt problems. Meanwhile, the IMF is busy in central and 


‘eastern Europe negotiating large standby arrangements with 
vulnerable countries. 


| December 2008 


‘The US National Bureau of Economic Research announces that 
‘the economy entered a recession in December 2007. A few 
clays late, as global investors seek the relative safety of US 
‘government debt, the yield on three-month Treasury bils briefly 
{alls below zero for the frst time ever. 


17 December 2008 


‘The Fed lowers its base interest rates near O per cent and begins 
planning for highly unusual new measures (quantitative easing) 
‘to bolster market liquidity. 


9 January 2009 


‘The German government takes a 25 per cent stake in 
‘Commerzbank through a €10 billon capital injection in an effort 
‘to help Commerzbank acquire Dresdner Bank. Ireland bails out 
‘Anglortrish Bank. A few days later, Standard & Poor's cuts the 
credit rating of debt issued by Greece, while Portugal, Spain, and 
Ireland are put on watch ists. 


20 January 2009 


Barack Obama's sworn in as the 44th president of the United 
States. IMF projects world economic growth to fall to just 05 per 
cent this year, its lowest rate since ust after the Second World War. 


10 February 2009 

‘The US Treasury announces a Financial Stability Plan imohing 
purchases of convertible preferred stock in eligible banks, the 
creation of a Public-Private Investment Fund to acquire troubled 
assets from financial institutions, expansion to $| trilion of the 
Fed's Term Asset-Backed Securities Loan Facility. and new 
initiatives to stem residential mortgage foreclosures One week 
later, anew $787 billion fiscal stimulus plan, the American 
Recovery and Reinvestment Act of 2009, is signed into law. 





1 March 2009 


The Fed and the US Treasury provide $30 blion in capital to 
‘AIG and take over two divisions of the company after it 
announces a $61.7 billion loss the largest in US corporate 
history. 


2 April 2009 


‘G20 leaders meet in London, where they agree to convert the 
Financial Stabilty Forum (FSF), bom after the Asian crisis, to the 
Financial Stability Board (FSB). 


9 December 2009 


‘The US Congress begins work that culminates in the sweeping 
Dod-Frank Wall Street Reform and Consumer Protection Act 
‘on 21 July2010. Among other things it establishes the Financial 
Stability Oversight Council (FSOC) to monitor markets and 
‘coordinate policies. 


11 January 2010 


‘The Fed records a $46 billion profit for 2009, mainly reflecting 
interest payments and gains on securities purchased during the 
crisis. Two days later, the Financial Crisis Inquiry Commission, 

‘established by the US Congress to examine the causes of the 

financial meltdown, holds is first public hearings. 


7 June 2010 


Euro-area member states establish the European 
Financial Stability Faclity temporarily to provide financing to 
members in distress. Two years later it would be succeeded by 
‘the permanent European Stabilty Mechanism and the 
European Central Bank would become the supervisor of 
‘Significant cross-border intermediaries ina planned European 
Banking Union. 


January 2011 


“The Financial Criss Inquiry Commission (201 1) concludes that 
the criss was triggered by the sudden collapse of a classic 
"bubble’in US housing markets, inflated during many years of 
low interest rates, loose credit standards. excessive leverage, and 
new kinds of synthetic and opaque securities—all permitted by 
inadequate supervision. “This crisis was avoidable ... Widespread 
{failures in nancial regulations and supervision proved 
devastating ... Dramatic failures of corporate governance and 
risk management at many systemically important financial 
institutions were a hey cause ... A combination of excessive 
borrowing risky investments, and lack of transparency put the 
financial system on a colision course with crisis...here was a 
‘systemic breakciown in accountability and ethics! 
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Table 9.1, Estimated earnings attributable to Federal Reserve operations 
(1 August 2007-30 April 2010; USS millions) 

Beneficiary Earnings 
Citibank 1.300 
Bank of America 1500 
Royal Bank of Scotland 1.200 
Wels Fargo 878 
Barclays Al 

JP Morgan 458 
Dexia 350 
Credit Suisse 285 
Deutsche Bank 253 
Unicredit ni 
NP Paribas 75 
Société Générale 170 
Toronto-Dominion Bank 154 
Forts Bank 106 
Sumitomo Mitsui Banke 106 
Goldman Sachs 100 
‘Standard Chartered Bank 36 
Canadian Imperial Bank of Commerce 20 
Source: Federal Reserve data compe by Beorberg Maa. wwwblocmbergcom 28 Noverbe 211 
accesed 11 Aged 2014 








Reserve actions now also suggested longer-term struc- 
tural changes in the underpinnings of global finance. 
Currency swaps between central banks have long 
been used to keep markets clam and orderly. Typ 
cally done at fixed exchange rates for limited terms 
at modest interest rates, they help central banks meet 
foreign-currency demand in their local markets. The 
originating central bank bears no credit risk associated 
with direct exposure to ultimate beneficiaries and no 
foreign exchange risk. It does, however, take on the risk 
that the counterparty central bank may default when it 
comes time to reverse the swap (sovereign risk). The re- 
cipient central bank, in turn, can offer foreign-currency 


loans to local financial institutions (including the sub- 
sidiaries or branches of foreign institutions) under its 
purview, and by doing so it assumes credit risk. During 
the crisis of 2008, and especially after the panic caused 
by the failure of Lehman Brothers, US dollar liquid- 
ity in American and foreign markets dried up. Simi- 
larly, demand for other reserve currencies, especially 
the euro and to a lesser extent the Swiss franc and the 
Japanese yen, spiked. The solution was for the produc- 
es of reserve currencies both to open up the tap inside 
their home markets and to engage in swaps with their 
primary foreign counterparts. The novelty during this 
crisis came in the unprecedented scale and speed of 
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such operations, and later in the rendering the most 
important swap facilities permanent. 

In essence, mutually self'interested and informally 
coordinated actions by key-currency central banks 
activated and significantly deepened three swap net- 
works centred on the Fed and the dollar, the ECB 
and euro, and the Swiss National Bank and the Swiss 
franc, Additionally, regional swap arrangements put 
in place during and after previous crises in Asia and 
Latin America were revived. From 2007 onwards, 
nearly half of all potential foreign-currency demand 
from local financial institutions around the world was 
for US dollars, including demand originating from US 
bank subsidiaries and branches whose parent banks 
had pulled liquidity home when US markets were 
dramatically contracting. Swap facilities from the 
Fed, therefore, played a crucial global role, directly by 
keeping US dollar markets liquid and indirectly by re- 
assuring market participants that routine funding risks 
would remain low. In all, 14 swap lines were set up 
by the Federal Reserve after 2007 (Table 9.2). All but 





four eventually drew on them, but whether drawn or 
not, each country involved benefited from the market- 
calming influence of their very existence. 

‘The big jump in swap line usage occurred in the 
fourth quarter of 2008 after the Lehman Brothers’ 
default. It was accompanied by an unprecedented Fed 
decision to expand without limit the lines available to 
the central banks of Europe, the United Kingdom, 
Japan, and Switzerland. These lines expired early in 
2010, but new facilities for Canada, Europe, the UK, 
Japan, and Switzerland were established in the spring 
in the wake of emergency within the Eurozone. In 
October 2013, the Fed, the ECB, and the central banks 
of Canada, the UK, Japan, and Switzerland agreed to 
make the new swap facilities permanent. 

Again, central banks were not alone in their emer- 
gency management activities during this period. 
Between September 2008 and June 2009, advanced- 
economy governments around the world announced 
some 34 systemic or institution-specific programs in- 
volving bank recapitalization, debt guarantees, asset 














Table 9.2. Drawings on US dollar swap facilities provided by the Federal Reserve (US$ millions, end of quarters) 

End of 200794 2008Q! 2008Q2 -2008Q3 2008Q4 2009Q1 2009Q2 2009Q3 
Canada - - - - - - - - 
£cB 2000-15000 «$0000 «174742 «29135265717, 59899 «43.662 
‘Switzerland 4,000 6,000 12,000 28,900 25175 7318 369 o 
Japan wen 7166S 17923 1530 
UK 39,999 33,080 14.963 2503 B 
Denmark 5000 15000 «5270-3930 580 
Australia, 10,000 22.830 9575 240 o 
Sweden 25,000 23,000 11,500 2,700 
Norway 8225 7.050 5,000 1,000 
N Zealand — — — — — — — — 
Korea 10350 16000-10000» 4050 
Brazil — - — _— _— = — — 
Mexico 3221 3221 
Singapore = 7 = = — os = = 
TOTAL 24000-21000» «62000-« 288.263.» 553728 «30918 «114585 «58576 
Scurces Federal Reserve Bank of New York eit: Alen and Moesiner (201045). 








purchases and guarantees, and increases in deposit- 
insurance limits. The politics of emergency man- 
agement at the national level essentially permitted 
assertive and informally coordinated fiscal action at 
the core of the system. Although these ad hoc policy 
responses appeared quite consistent with earlier tech- 
nocratic work aimed at crisis prevention, they clearly 
marked the reassertion of finance ministries and legis- 
latures in the actual face of systemic emergency. 

The most visible recent efforts to make the post- 
crisis system more resilient were coordinated by the 
FSB as it resumed its project to increase private capital 
buffers and ensure sound liquidity management in the 
banking sector, but now also in other sectors like in- 
surance and asset management. By late 2015, leading 
central banks and supervisors had agreed in principle 
to impose ‘Basel III’ rules on systemically important 
banks. Their ‘total loss-absorbing capacity’, including 
capital and subordinated debt, would be expected to 
rise to 18 per cent of their risk-weighted assets. Pro- 
posals were also being developed to reduce the likeli- 
hood of future bailouts by ensuring that certain bank 
creditors, like subordinate bond-holders, would be 
forced to ‘bail in’, that is, convert their claims to bank 
‘equity, when required. Crisis prevention remained the 
ultimate objective, but the new standards were once 
again expected to be implemented at a time of rising 
cross-national competition and fading memories of 
crises past. The continuing question was whether they 
would send an adequate signal to global markets that 
future government bailouts were actually now a low 
probability, thus reducing moral hazard and inducing 
better risk management inside private financial inter- 
mediaries. Worth noting in this regard were certain 
policy reactions to the crisis of 2008 that might com- 
plicate life for governments and central banks during 
the next emergency. The US Congress's Dodd-Frank 
‘Act, for example, included clauses specifically aimed 
at making more difficult a range of Federal Reserve 
actions in the shadow banking system like those that 
followed the Lehman Brothers’ failure. 

‘The extent to which governments and central 
banks succeeded in resolving the underlying causes of 
the crisis of 2008, the allocation of the costs of that 
success, and the long-term implications of their new 
policies remain matters of deep analytical and politi- 
cal debate (Gorton 2012; Blinder 2014; Drezner, 2014; 
Geithner 2014; Helleiner 2014; Bernanke 2015). The 
‘emergency responses to the most damaging financial 
crisis of the post-1945 period may have avoided even 
worse outcomes. But vast losses estimated in terms 
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of direct expenditures and systemic economic reces- 
sion, together with innumerable human tragedies as- 
sociated with business closures, unemployment, and 
unpayable debts, dramatically underscored the risks 
that came with the experiment in systemic financial 
integration in a world of dispersed political authority. 


KEY POINTS 


‘+ Managing the systemic crisis of 2008 depended on 
‘assertive action by the US government and central bank 
but also on the collaborative and loosely coordinated 
complementary policy responses of their counterparts 
around the world. 

+ Some emergency management faites across the leading 
central banks in the world have been made permanent. 
But the exercise of some complementary central bank 
and government crisis-ighting powers may be more 
fic in the future. 

+ One way or another, the fiscal authority of the state 
[Provides the foundation for integrating financial markets. 





Financial crises in emerging-market 
economies 


Financial emergencies in emerging-market econo- 
mies are not typically different from that facing the 
United States and others in 2008. But the fiscal limits 
of their states tend to be more obvious, and their op- 
tions for halting runs and redistributing adjustment 
burdens are fewer. A developing country facing a cur- 
rency or banking crisis in an open and integrating fi- 
nancial system are in position somewhat analogous to 
that of a domestic firm unable to meet its obligations, 
with an important exception. Where the firm, at least 
inside most capitalist economies, has access to un- 
doubted and binding bankruptcy arrangements, the 
country does not. When debts are perceived to have 
become unsustainable, creditors can demand repay- 
mentand the resources available to settle accounts can 
rapidly lose value. Crisis conditions can be generated 
by government overspending, by excessive imports, 
or by the building up of private-sector debt that can- 
not be financed domestically. Any of these situations 
might motivate the government to increase the rate 
of production of its monetary printing press. Inflation 
would normally be the consequence, and if the fun- 
damental problem is one of temporary illiquidity this 
might just provide the political space for necessary 
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internal adjustments to occur. If much of a country’s, 
debt is owed to foreigners and is denominated in for- 
eign currency, however, such a policy may quickly 
deepen the problem. Inflation in the local currency by 
definition pushes up the value of foreign currency li- 
abilities. Expecting further declines in the purchasing 
power of the local currency, domestic as well as for- 
ign creditors and investors rush to preserve their cap- 
ital or take it out of the country. A deteriorating real 
exchange rate makes debt repayment more difficult 
and imports more expensive. The debtor government 
can default on its loans, or try to allow private firms 
under its purview to walk away from their obligations 
to foreign creditors, but then it risks cutting its entire 
economy off from future capital inflows. The coun- 
try can be caught in a vicious economic and political 
trap. The case of Argentina provides a vivid example 
(Box 9.4). 


Missing at the system level is a formal and widely ac- 
cepted sovereign debt restructuring mechanism. Two 
successive deputy managing directors of the IMF, in 
fact, made proposals along this line, one for the Fund 
to be legally empowered to play the role of lender-of- 
last resort and the next for the Fund to play the role 
of ultimate bankruptcy court (Fischer 2000; Goodhart 
and Illing 2002; Krueger 2002). Even in the aftermath 
of the Asian and Argentine crises, however, neither 
proved politically acceptable. What did prove feasible 
were ideas on the middle ground, including provisions 
of ‘soft law’ that would provide incentives for coop- 
eration among bondholders in future debt restructur- 
ings (Brummer 2012). Still missing, of course, isa legal 
system capable of ordering the replacement of gov- 
ernment officials and the mandatory adjustment of 
the national balance sheet. This remains no accident. 
In the conceptual extreme, the sovereignty of a state 


The Policy Challenges of Financial 
Openness: The Case of Argentina 


Blessed with abundant natural resources, diversified industries 
and a well-educated labour force, Argentina might have become 
a regional beacon of prosperity during the twentieth century. It 
‘was not to be. After decades of troubles, hyperinflation struck 
in 1989. n April 1991. the government embarked upon a bold 
policy experiment to reverse the econom/s course, The 
CConvertibilty Plan rigidly pegged the value of the peso to the 
US dolar and thereby constrained the ablity ofthe central bank 
to print money, Simultaneously, the government announced a 
wide range of structural reforms to make the economy more 
flexible, competitive, and open. Initially the plan achieved 
dramatic resuits Inflation fel. international capital flowed in, and 
the economy grew by an average of 6 per cent through 1997. 
Late in 1998, however, a surprisingly severe recession began, and, 
its effects were compounded by the unusual turbulence in global 
financial markets. As capital inflows dried up, some observers 
say the government did nat react quickly enough with domestic 
policy adjustments. Others point to large loans from the IMF 
inadequately conditioned on such adjustments, and to a currency 
devaluation by Brazil that undercut Argentinas export 
competitiveness. Still others blame the Asa-focused panic then 
ripping private foreign lenders and investors. In any event, bank: 
‘runs, the suspension of IMF loans, and severe political and social 
unrest ensued, In December 2001, the country began defaulting 
‘onits international debts; the next month it abandoned its 
currency peg, and as the peso’ value plummeted, the value ofits 
debt, now largely denominated in US dollars, exploded. In 2002, 





the economy contracted by 20 per cent and unemployment 
‘exceeded 20 per cent of the workforce. 

In retrospect, it became clear that either the currency regime 
should have been abandoned during more halcyon days in 1996 
‘or 1997 or that its continuation should have been supported by 
tighter fiscal policies, a reduction in international borrowing, and 
lower labour costs. At the time, neither course of action gained 
‘any political traction, Even so, according to a key IMF staffer, in 
1998 'a crisis might have been avoided with good luck—for 
‘example, had the dollar depreciated against the euro, had Brazil 
not been forced to devalue, or had international capital markets 
not deteriorated-—but Argentina’ luck ran out’ (Allen 2003: 
13}; Bustein 2005), 


By 2004. a distinct lack of solidarity among Argentinas external 


desperate measures to stay afloat, ncluding borrowing from 
Venezuela at very high interest rates and nationalizing state 
pension funds Early in 2010, it engaged in an intense political 
struggle with its own central bank over the use ofthe bank’ 
{foreign currency reserves and tightened foreign exchange 
‘controls Five years later still enmeshed in bitter legal battles with 
recalctrant foreign creditors who refused to accede to the terms 
‘of an IMF-sponsored plan to restructure its debts and restore full 
‘access to gbal capital markets, an election brought anew 
administration It struggled to complete the restructuring ofits 
<debis, rein in domestic spending, restore balanced trade and. 
investment, and cut 2 25 per cent annual inflaton rate. The long- 
‘term costs of financial instability and default continued to mount. 








implies the absolute right both to resort to war and to 
default on debts. As a classic realist might nevertheless 
argue, the ability in practice to exercise such a right 
is in the final analysis dependent on the raw power a 
state possesses to absorb any negative consequences 
and the willingness of others states to defer. (In the 
aftermath of the 2008 crisis, the case of Iceland vividly 
demonstrated this logic as the country defaulted on 
debts, imposed draconian capital controls, and em- 
barked on a long and contentious negotiation.) 

The architects of the post-1945 system deemed the 
economic instability threatened by cascading sover- 
eign defaults to be the handmaiden of war. At Bretton 
Woods, therefore, they took the first steps to design 
a system that would limit the extent to which sover- 
eign participants in the system would find themselves 
pushed to renege on their debts. Time and again in 
succeeding decades, mainly in the midst of crises, 
the main creditor states redesigned imperfect substi- 
tutes for sovereign bankruptcies without establishing 
a mandatory debt restructuring mechanism. These 
often took the form of programmes to provide debtor 
states with the functional equivalent of central bank 
liquidity facilities and neutral monitors to reschedule 
foreign-currency denominated debt repayments. 

‘Ad hoc sovereign debt restructurings for develop- 
ing countries have in fact been commonplace since the 
1980s. International banks as well as official agencies 
providing export credits informally organized them- 
selves into negotiating groups (the so-called London 
Club and Paris Club, respectively) to manage such 
arrangements. Frequently, however, the threat of de- 
fault has drawn attention from creditor governments 
themselves. In the early decades of the post-1945 pe- 
riod, the initiatives they took to relieve over-extended 
sovereign debtors were facilitated by the fact that 
the IMF was on hand to play a coordinating role and 
that typically only a few large banks were involved. 
Collective action problems proved challenging but 
manageable. With the rapid growth of cross-border 
purchases of bonds, stocks, and other kinds of securi- 
ties in recent decades, however, the number of poten- 
tial participants in debt restructurings has increased 
dramatically, and collective action problems like those 
faced by Argentina have accordingly become much 
more difficult to solve. 

When it was called upon, the immediate objective 
of the IMF at such moments was to help break the 
psychology of fear and mistrust among creditors and 
debtors. Its ultimate mission, however, was to assist in 
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stabilizing the financial underpinnings necessary for 
real economies to become more deeply interdepend- 
ent and more reliably prosperous through expanded 
trade and investment. That the IMF was not dissolved 
after 1973, when the exchange rate system it was 
meant to defend broke down, reflected much more 
than bureaucratic inertia. Most importantly, the Fund's 
balance-of-payments financing facilities, which had 
grown over time in both size and flexibility, proved to 
be extremely convenient to its major member states, 
In effect, they provided a mechanism for creditors to 
share the burden of providing emergency financial 
assistance to debtors and to enforce economic policy 
adjustments. Through the conditionality associated 
with the use of such facilities, the Fund could exert 
pressure on borrowers in a manner that would be po- 
litically difficult for individual creditor states. Moreo- 
ver, the Fund’s routine surveillance activities offered 
the promise of holding all members accountable for 
the external consequences of their economic policy 
choices (Pauly 1997). Despite many failures and con- 
tinuing challenges, the Fund evolved into the central 
crisis manager for emerging markets in a system that 
moved over time from one based on the interdepend- 
ence of national exchange rate policies to one based 
‘on more open financial markets (Best 2014). 

‘The special needs of emerging-market countries 
took on a new look in recent decades, as private capi- 
tal from an array of sources in advanced industrial 
countries sought higher returns than those available 
at home. China's turn towards market-based develop- 
ment accelerated the process, the results of which we 
saw in the first three Figures above. To be sure, this 
exposed emerging-market economies to the risks as- 
sociated with excessive speculative inflows, rapid out- 
flows, or sudden stops, albeit not usually as severe as 
those generated by the US-centred crisis of 2008. 

‘The problem is that this leaves countries dependent 
on the wisdom of foreign policymakers, something 
demonstrably in short supply of late (Gallagher 2015). 
‘This realization helpsin part to account for the massive 
build-up of official foreign-exchange reserves in many 
cemerging-market and developing countries, especially 
in East Asia (Figures 9.5 and 9.6). On one hand, those 
reserves may be viewed as an insurance policy against 
external shocks. On the other hand, the value of that 
insurance is limited since it is mainly denominated in 
the currency of systemic shock-generating countries. 
Across all emerging markets, 60 per cent of reserves 
held by emerging-market countries take the form of 
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Figure 9.5. Global foreign exchange reserves 
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short-term dollar investments in American securities, 
while nearly 30 per cent are invested in euro-denomi- 
nated assets. 

Reserve accumulation above a prudent level re- 
quired for routine and predictable payments in fact 
represents the purchase of very expensive insurance 
policies. The hoarding of reserves and the trade pro- 
tectionism needed to facilitate it deepened the depres- 
sion of the 1930s. The idea of multilateralizing such 
insurance lay at the very centre of the Bretton Woods 
negotiations, and the IMF eventually became a vehicle 


for bringing that idea into policy practice. Reserves re- 
duce the risk that sudden stops in inward capital flows 
will disrupt domestic economies, making it easier to 
‘manage necessary adjustments. The net economic 
effect of excessive reserves, however, is to suppress 
balanced economic growth in reserve-accumulating 
countries. The Fund was meant to counter the self- 
insurance impulse, and it therefore evolved into the 
prime crisis manager for developing countries. It was 
an instrument designed to foster burden-sharing in 
the process of international economic adjustment. It 
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Figure 9.6 International reserves in emerging Asian economies 
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signified thatcreditor states and debtor states were em- 
barked together in the construction of global markets. 

As in the early years of the Bretton Woods era, the 
leading states in the system confronted three basic 
choices every time one country or another could not 
ay its bills to external customers or service its debts 
to external creditors: 


1. They could do nothing, and risk a crisis spilling 
over to other countries and perhaps into their own 
domestic systems as well. 

2. They could intervene directly by providing 
adequate financing from their own resources to 
the troubled country, and work directly with itto 
address the fundamental causes of the problem. 

3. Or they could do the same indirectly, collectively, 
and more cheaply through the Fund and other 
collaborative institutions. 


In practice, the third option has often proved to 
be the least unattractive of the three. For countries 
whose periodic debt problems were widely perceived 
to be capable of seriously disrupting the system as a 
whole, the option of doing nothing, and of thereby 
letting markets attempt to force necessary adjust- 
ments, seldom seemed wise to actual policymakers 
charged with making such a decision. Moreover, the 
option of exposing their own taxpayers to the costs 
of crisis resolution has typically proven itself to be 
almost as unpalatable as trying unilaterally to impose 
conditions on recalcitrant debtors. The third option, 
therefore, nearly always found a sufficient number 
of advocates, in both creditor and debtor countries 
alike. 

The conventional wisdom before recent financial 
crises in the United States, Europe, and Asia held that 
this logic only applied to less powerful economies. 
Burden-sharing instruments like the post-1970s IMF 
could therefore be kept limited in scale and scope, 
combined with technocratic work on toughening 
common regulatory and supervisory standards, 
would be adequate to the task of preventing future 
systemic crises. Despite the near catastrophes of re- 
cent years, many apparently retain their faith that 
more open and integrating markets are all that is re- 
quired to encourage states, whether powerful or not, 
to collaborate on matters vital to their own long-run 
economic interests. The question before policymak- 
ers around the word is whether they need to hedge 
that bet. 
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KEY POINTS: 


‘+ International financial crises are more difficult to manage 
than domestic crises because of jurisdictional ambiguities 
and intense conflicts of interest. 

+ Some basic level of cross-national coordination is required. 
in international crisis management and resolution; 
intergovernmental institutions can play a supportive role, 
‘but their main missions have typically focused on reducing 
the ikehnood of the next crisis and helping to manage 
debt repayment difficities. 

+ Foreign exchange reserves provide the policy space 
required for prudent economic adjustments, but 
‘excessively high reserves signal profound domestic and 
systemic imbalances and complicated political challenges. 





Building global governing capacity? 


Perhaps there was a moment in time, just after 
1945, when one could sense a window opening on 
a world where states would for the common good 
delegate coherent pieces of their governing capaci- 
ties to neutral international agencies with binding, 
enforceable mandates. By 1973, alas, they had obvi- 
ously conceded that even necessary monetary and 
fiscal collaboration in an increasingly interdepend- 
ent economic system would occur only on a volun- 
tary basis, even as they boldly opened their national 
financial markets to one another. More integrated, 
fluid, and much larger markets would develop apace 
over the next few decades. Those markets would 
themselves become key instruments for the global 
distribution and redistribution of political and eco- 
nomic resources. The sovereign authority ultimately 
required to govern them, however, would continue 
to be locally bounded. 

States at the core of the system then confronted the 
necessity of coordinating regulatory and supervisory 
policies aimed at preventing systemic financial crises. 
When emergencies arose anyway, they improvised. 
Even inside a European Union formally committed 
to establishing a single market for financial services, 
deep political integration remained elusive and com- 
pliance with agreed standards imperfect. The pros- 
pect of future joint gains from macroeconomic policy 
coordination proved not to be a very successful moti- 
vator for governance innovation. On the other hand, 
the credible prospect of catastrophic national and 
systemic losses at moments of emergency has so far 
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concentrated minds and delivered a minimally ade- 
quate degree of ad hoc policy collaboration. The costs 
of repeated financial crises are staggering, and after 
each one the wisdom of continuing the experiment 
in incomplete politico-economic integration at both 
regional and global levels was debated. The expansion 
of short and long-term capital flows through more 
open markets nevertheless continued to define the 
globalizing system of the early twenty-first century. 

Global governance, effective and legitimate, seems 
logically required by the continuing existence and 
expansion of systemically significant financial institu- 
tions (Beck 2009). As memories of emergency fade, 
however, support can only be mustered for modest 
voluntary adjustments in policies aimed mainly at 
‘measuring systemic risks more precisely and bolster- 
ing systemic shock-absorbers. This explains the mis- 
sion the G20 club has assigned to the Financial Stability 
Board (FSB) to promote higher and more common 
capital and liquidity standards for a widening array 
of intermediaries. It also explains the renewed promi- 
nence of central bank networks and the enhancement 
of currency swap arrangements within them. 

‘The rise of emerging-market economies in the con- 
text of increasingly volatile capital movements adds a 
degree of complexity to the task of building reliable 
governing capacity beyond the national level. Their 
leaders and citizens have every right to worry about 
a process dominated by the great powers that strug- 
gles to balance economic efficiency and social justice 
ona global scale. It remains noteworthy, though, that 
few have embraced the idea of capital controls on any- 
thing other than a temporary or partial basis. 

The actual capacity to manage global financial 
risks is evolving differentially across the spectrum 
of risk assessment, crisis prevention, and emergency 
management. Shaping arrangements and future ex- 
pectations in each of these three policy arenas are dif- 
ferent kinds of politics. The politics of risk assessment 
mainly involves social learning, common knowledge, 
and technical coordination through international or- 
ganizations and specialized associations, leavened by 
competitive market dynamics. The politics of crisis 
prevention turns on ever more complicated institu- 
tional efforts to put the basic principles of insurance 
systems—risk pooling, portfolio diversification, bur- 
den sharing, and joint regulation to reduce moral 
hazards—into cross-national and cross-sectoral policy 
practice. Finally, the politics of emergency manage- 
ment continues to incline toward assertive governance 


in a hierarchical system periodically spurred into ac- 
tion by the spectre of catastrophic losses. 

Ata time when systemic power is shifting under- 
neath a globalizing economy, the logic of functional 
spillovers here meets the hard politics of establishing 
robust and appropriate governing structures. Global f- 
nance is characterized by more complex interdepend- 
ence and more obvious political conflict (Kirshner 
2014). Uncertainties abound, but faith in the future 
remains warranted, Solidarity, after all, has emerged 
in human communities in the past not from thetori- 
cal appeals but from functional necessity and political 
struggle. The impulses that gave rise to the govern- 
ing capacity of the modern state itself suggest the 
eventual emergence of its successor. The analytically 
separable logics of risk assessment, crisis prevention, 
and emergency management—in finance and in other 
arenas of global policy—open a pathway to imagining 
its variegated structure. More reliable coordination in 
risk assessment and crisis prevention may not soon be 
matched by undoubted global capacity for resolving 
emergencies. But that does not mean it never can be. 

Until some form of fiscal authority moves deci- 
sively to the level implied by the scale and scope of 
global markets, the evolving capacity to govern them 
will rest on uneasy foundations. Institutional inno- 
vations like the Basel Process, the Financial Stabil- 
ity Board, deepening central-bank cooperation, and, 
within Europe, a nascent banking union and collec- 
tive supervisory system, may for a time help us cope 
with rising systemic risks. The actual expansion of 
cross-national public and private insurance systems, 
systems that promise to engender a sense of shared 
fate, might gradually bolster confidence in common 
governing arrangements. Finally, although straight- 
forward ex ante emergency burden-sharing agree- 
ments across diverse societies may remain rare for a 
time, repeated ad hoc burden-sharing practices dur- 
ing systemic emergencies do certainly give rise to 
reasonable expectations of future cross-national and 
cross-regional policymaking. In the absence of such 
confidence, the global experiment in financial integra- 
tion will ultimately fail. Associated global risks, how- 
ever, would not then disappear. They would simply be 
transferred to other policy arenas, including the arena 
of security policy: The anticipation and resolution of 
global financial crises therefore call forth at the global 
level both contentious politics and creative policies. If 
the experiment proceeds, global governing capacity 
will develop. 
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Reader's guide 
In the aftermath of the Global Financial Crisis (GFC) of 2008 the pace of economic globalization has 
moderated significantly. Some consider the GFC and the responses to it as marking the end of global- 
ization as we have known it. Despite the many obituaries for globalization—understood simply as the 
widening, deepening, and speeding up of worldwide interconnectedness—this chapter argues that ithas 
proved far more resilient than predicted. Though as recent developments affirm neither is it inevitable 
‘nor immutable. Arguably the current ‘great moderation’ of economic globalization prefigures less its 
demise than its reformation or to use the World Bank's phrase ‘the Next Wave of Globalization’ (World 
Bank 20076). But this remains a contentious assertion especially given the difficulty of distinguishing cy- 
clcal from structural trends in the global political economy. To understand the dynamics of economic 
globalization invites an examination of its underlying causes which isthe principal focus of this chapter. 
‘The chapter is concerned with the underlying causes (or logics) of economic globalization. In com- 
paring and contrasting the principal theoretical accounts of economic globalization, it seeks to establish 
how these contribute to our understanding of the current phase of globalization and its future prospects. 
In doing so it leaves to other chapters (see Hay Chapter I, Wade Chapter 12, and Phillips Chapter 13 
in this volume) wider considerations of the implications of globalization for state sovereignty, patterns 
of inequality, or social democracy. In short, the chapter addresses four related questions: 


|. Whatis economic globalization and what are its principal features? 


2. How do theories of international political economy assist us in explaining and understanding 
economic globalization? 


3. Whaat, if anything, is distinctive about economic globalization today? 
4. Has the GFC precipitated the demise of globalization or the emergence of a ‘new wave? 
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Introduction 


Obituaries for economic globalization remain, even 
many years after the GFC, a regularly recurring 
theme in the media (Washington Post 2015; Chancel- 
lor 2016; Donnan 2016). Yet, this ‘second age of glo- 
balization’ (the first age being the belle Epoque of 
1870-1914) has proved far more resilient and socially 
embedded than many (even its most ardent advo- 
cates) have acknowledged. Indeed, at the turn of this 
century, in the aftermath of the events of 9/11, there 
was a widely shared belief that “The era of globali- 
sation is over’ (Naim 2002; Rosenberg 2005: 2; Saul 
2005). Certainly, measured in terms of flows within 
the circuits of the world economy, economic globali- 
zation appeared to stall in the early part of the new 
century. Yet this slowdown proved temporary as pat- 
terns of global economic exchange subsequently in- 
tensified, actually peaking prior to the onset of the 
Global Financial Crisis (GFC) in late 2008 (see Pauly, 
Chapter 9 in this volume for a discussion of the ori- 
gins and fallout from the crisis). Some years ago the 
annual Foreign Policy Globalization Index noted: “The 
resilience of globalization indicates that it is a phe- 
nomenon that runs deeper than the political crises 
of the day’ (Kearney and Foreign Policy Globalization 
Index 2005: 53). Today many years after the GFC, 
economic globalization appears remarkably resilient 
despite the fact that for a period global trade, capital 
flows, and production initially did not just decline (in 
real terms) but actually went into reverse. While the 
spectre of deglobalization, as in the Great Depres- 
sion of the twentieth century, returned it has so far 
not come to pass (James 2009; Roxburgh et al. 2009). 
One explanation for this resilience, explored later in 
this chapter, is that economic globalization may be 
much more ‘socially and institutionally embedded” 
than either its advocates or its critics have presumed 
(James 2001). This is certainly not to argue that it is 
either historically inevitable or immutable, but rather 
to appreciate the ways—structural, institutional, po- 
litical, and ideational—in which economic globaliza- 
tion continues to constitute the dominant (but not the 
sole) tendency in the contemporary world economy. 
Obituaries for this ‘second age of globalization’ have 
therefore proved somewhat premature. But this is not 
to overlook some of the profound changes in recent 
patterns of economic globalization, which for some 
heralds a distinctive ‘new wave’ (World Bank, 2007b; 
Breznitz and Zysman 2013; DHL 2014; Kelly 2014). 


Before examining whether this might be the case it 

is important to understand the concept of globaliza- 

tion as defined in the global political economy litera- 

ture. Accordingly, the first section of the chapter will 

address three interrelated questions, namely: 

1. Whatis globalization? 

2. Whatare the key trends associated with the 
globalization of economic activity? 


3. Is globalization still the dominant trend or 
tendency in the world economy today? 


Following on from this discussion, the second 
section will reflect upon the primary causes and the 
dominant theories of globalization. In doing so, it will 
review an important distinction between what Rosen- 
berg (2000) refers to as ‘theories of globalization’ and 
“globalization theory’. Section three will develop this 
causal analysis to explore the notion of ‘embedded 
globalization’ through a comparison of its first ‘golden 
age’ (1870-1914) with the current epoch—the second 
age of globalization. In the final section, the discussion 
will consider whether, in the aftermath of the GEC, 
the world is witnessing a historic retreat or retrench- 
‘ment of economic globalization or the emergence of 
a distinctive ‘new wave'? 


A global economy? ‘Embedded 
globalization’ and the rescaling of 
economic activity 


Globalization, at least in the political economy litera- 
ture, is taken to be synonymous with a process of in- 
tensifying worldwide economic integration. Hirst and 
Thompson assert that: “We can only begin to assess 
the issue of globalization if we have some relatively 
lear and rigorous model of what a global economy 
would be like’ (2003: 99). This economism—i.. glo- 
balization is understood solely, or even principally, as 
an economic phenomenon—contrasts with a broader 
understanding of the concept within the social science 
literatures (see Box 10.1). In this broader literature, 
globalization (or more accurately globalizations) is 
conceived as a multidimensional, rather than singular, 
process—evident across the cultural, political, eco- 
logical, military, and social domains—which is both 
historically open-ended (in so far as it does not pre- 
figure a unified global society) and complex, in that it 
is associated with patterns of worldwide integration 


Globalization 


‘Globalization has been variously defined in the literature as: 

|, The intensification of workdwide socal relations which 
link distant localities in such a way that local happenings 
are shaped by events occurring many miles away and vice 
versa! (Giddens 1990: 2). 

2, The integration of the world economy’ (Gilpin 2001: 
364), 

3, ‘the interconnectedness of the world as whole and the 
corresponding increase in reflexive, global consciousness’ 
(Turner and Hotton, 2015: 10) 


‘the spread of transplanetary—and in recent times also 


* 


‘5, [T]he international integration of markets in goods, 
services, and capital’ (Garrett 2000c; 941). 











and fragmentation (Held et al. 1999; Keohane and Nye 
2003; Axford 2013; Turner and Holton 2015). Underly- 
ing these different conceptions are significant method- 
ological disagreements concerning the study of what 
the famous social historian Charles Tilly referred to as. 
“Big Structures, Large Processes’ or macro-historical 
change (Tilly 1989; Rosenberg 1995). This suggests the 
need for some conceptual caution in two significant 
respects: in automatically privileging the economic in 
accounting for globalization, but more especially in 
drawing general conclusions about globalization per 
se solely from an analysis of economic trends. ‘Econo- 
mizing globalization’, in other words, is a methodo- 
logical oversimplification. That said, no analysis of 
globalization can, or should, ignore its economic 
dimension. 

Conceptually, globalization is often elided with no- 
tions of liberalization, internationalization, univer- 
salization, Westernization, or modernization (Scholte 
2008). However, as Scholte notes, none of these terms 
capture its distinctive attributes or qualities. Within 
the global political economy literature, economic 
globalization tends to be more precisely specified 
as ‘the emergence and operation of a single, world- 
wide economy’ (Grieco and Ikenberry 2003: 207). It 
is measured by reference to the growing intensity, 
extensity, and velocity of worldwide economic inter- 
actions and interconnectedness, from trade, through 
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production and finance, to migration. In this regard, it 
is conceived as a process, rather than a fixed outcome 
or condition, in so far asit refers to a historical tendency 
towards heightened levels of worldwide economic in- 
terconnectedness. Indeed, there is a substantive con- 
ceptual difference between the notion of a globalizing 
world economy and a fully or partially globalized world 
economy that implies a fixed state or condition of eco- 
nomic integration. 

This distinction between process and condition 
(thatis becoming’ and ‘being’) is emphasized by many 
scholars seeking to differentiate between globaliza- 
tion—as a historical process—and globalism—the re- 
sulting condition at any particular historical moment 
(Keohane and Nye 2003; Holton 2005; Axford 2013). 
The implication is that, since globalization is neither 
an inevitable nor a secular tendency, itis associated, at 
particular historical moments, with thicker or thinner 
forms of globalism. Translated into the language of 
global political economy, globalization is thereby as- 
sociated historically with deeper or shallower forms 
of worldwide economic integration. 

Understood as a process, economic globalization 
also implies an evolving transformation or qualitative 
shift in the organization and dynamics of the world 
economy. Quite simply, cumulative patterns and net- 
works of transborder economic activity over time 
dissolve the presumed separation of the world into 
bounded or discrete national economic systems. This 
process makes the distinction between the domestic 
and world economy increasingly problematic to sus- 
tain—for academics and policymakers alike. In other 
words, globalization generates emergent tendencies 
or systemic properties in the world economy such 
that increasingly it begins to operate as a singular 
system (Sayer 2000; Goldin and Mariathasan 2015). 
‘This structural shift may be evident in, among other 
things, synchronized worldwide markets, the opera- 
tion of transnational production networks (see Thun, 
Chapter 7 in this volume), a worldwide division of 
labour, together with functioning of institutionalized 
systems of global regulation ranging from the World 
Trade Organization (WTO) to the International 
Accounting Standards Board (IASB). 

Underlying these shifts in the scale of economic 
organization are contemporary informatics tech- 
nologies and infrastructures of communication and 
transportation. These have facilitated new forms 
and possibilities of virtual real-time worldwide eco- 
nomic organization and coordination. In the process, 
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distance and time are substantially reconfigured, such 
that, for example, economic and other shocks in one 
region of the world can rapidly diffuse around the 
globe, often with serious local consequences (see, for 
example, Pauly, Chapter 9 in this volume). Although 
geography still matters very much, it is nevertheless 
the case that globalization is associated with a pro- 
cess of time-space compression—literally a shrinking 
world—in which the sources of even very localized 
economic developments, from interest rate changes to 
corporate restructuring, may be traced to economic 
decisions or markets on other continents. 

However, a single worldwide economy is not neces- 
sarily coextensive with a universal or planetary econ- 
omy. More specifically, ‘worldwide’ is generally taken 
to refer to interregional or intercontinental patterns of 
economic exchange and enmeshment. Accordingly, 
globalization is best conceived as embodying a rescal- 
ing of economic space manifested in the intensification 
of inter- or supraregional and multicontinental net- 
works and flows of economic activity (Brenner 1999). 
In this respect, it is one (albeit significant) historical 
tendency operating within the world economy, just as 
regionalization, nationalization, and localization can 
be identified as other tendencies—whether as comple- 
mentary or competing tendencies is a matter of con- 
tention. As a principal tendency, globalization denotes 
a relative denationalization of economic relations as 
significant aspects of economic life become organized 
increasingly on an inter-regional or multicontinental 
scale transcending bounded national economic space 
(Held et al. 1999; Scholte 2005;). This rescaling, how- 
ever, is not experienced uniformly across every region 
or economy, since globalization is also recognizably an 
‘uneven process. Differential patterns of enmeshment 
in, or marginalization from, the worldwide economy 
define its ‘variable geometry’ (Castells 2000). Such 
unevenness generates a distinctive geography of in- 
clusion and exclusion such that the notion of a world- 
wide or global economy is less (geographically and 
socially) inclusive than that of a universal or planetary 
economic order. The implications of this distinction, 
as will become clear, are highly significant for empiri- 
cal assessments of economic globalization. 

This particular conception of economic globaliza- 
tion invites two related questions: 


+ What empirical evidence is there to substantiate 
claims concerning the recent globalization of 
economic activity? 


+  Isglobalization still a dominant tendency within 
the contemporary world economy? 


‘There is a huge literature on these basic questions 
which has been shaped by successive ‘waves’ of aca- 
demic controversy and debate (Martell, 2007; Axford 
2013; Turner and Holton 2015). Simplifying this litera- 
ture, two broad schools of analysis can be identified: 
the globalist and the sceptical. In short, globalists con- 
sider that world economic trends disclose significant 
if not historically unprecedented levels of worldwide 
economic integration which reflect the operation of 
a singular world capitalist economy. Globalization, in 
this account, is the principal or dominant tendency in 
the world economy. By contrast the sceptics dispute, 
not only the scale and intensity of globalization, but 
also conclude that contrary tendencies, from growing 
regionalism, mercantilism to intensifying geo-eco- 
nomic competition, are much more significant trends 
in the world economy. At the height of the GEC, for 
instance, governments responded by nationalizing or 
bailing out national banks and providing state aid to 
beleaguered sectors of the national economy. Rather 
than a more economically integrated world the scep- 
tics emphasize the trend towards a more highly seg- 
mented and fragmented world economy. Clearly this 
is an oversimplification of much more sophisticated 
analyses but it offers, nevertheless, a useful heuris- 
tic device for interpreting the principal trends in the 
world economy in respect of trade, finance, produc- 
tion, and labour. 


Trade 


For the globalists the confluence of secular rising 
trends in patterns of world trade, capital flows, trans- 
national production, and migration affirms the pri- 
macy of the globalization tendency. As Samir Amin 
concludes, while economic globalization is nothing 
new, ithas ‘undeniably taken a qualitative step forward 
during the recent period’ (1997: 31). For most of the 
post-war period, world trade has grown much faster 
than world output, and significantly so since the begin- 
ning of the 1990s (Irwin 2002; WTO 2006c). World ex- 
ports, measured asa proportion of world output, were 
three times greater in 1998 than in 1950; the WTO es- 
timates this ratio stood at 29 per cent in 2001 and was 
about 27 per cent in 2005, in comparison with 17 per 
cent in 1990 and 12.5 per centin 1970 and well above 30 
per cent in 2015 which is ‘at near historic levels’ (WTO 


2001a, 2006a; Hoekman 2015 :5; WTO 2015a: 17). De- 
spite 9/11 and the subsequent downturn in the world 
economy, world trade measured as a proportion of 
world output remained at levels well in excess of that 
of the 1990s until the GFC (Kearney and Foreign Policy 
Globalization Index 2003; WTO 20034, 2006a). But 
even many years after the GFC the ratio of total world 
trade to world GDP stands at 60 per cent compared to 
25 per cent in the 1960s and still ‘much higher today 
than it was twenty years ago’ (Hoekman 2015:5; WTO 
2015a: 17). World merchandise trade peaked in 2008 
at almost $16 trillion compared to $10 trillion in 2005 
(WTO 20094). This is one hundred times the value of 
world trade in 1963. Services trade stood at $2,415 bil- 
lion in 2005, and $3,778 billion in 2008 (compared to 
$365 billion in 1980, an almost 700 per cent increase) 
(WTO 2006c, 2009a). However, by the end of 2009, 
world trade had collapsed at an unprecedented rate, 
much faster and deeper than in the Great Depression 
or any subsequent post-war recession (Eichengreen 
and O'Rourke 2009). In comparison with 2008, the 
value of world trade in 2009 fell by an unparalleled 33 
per cent (goods exports volume fell by 22 per cent and 
world exports volume by 12 per cent) (WTO 2009b: 3; 
World Bank 20104: 3, 33; WTO 2015a: 14;). All major 
exporters, especially Japan and China, recorded export 
declines in excess of 20 per cent (Wynne and Kersting 
2009). At the height of the GEC, the growth trend of 
world trade had not just stalled but had reversed with 
such a ‘remarkable degree of synchronization’, that in 
carly 2009 all the world’s trading economies recorded 
negative trade growth (Araujo and Martins 2009). The 
‘Great Trade Collapse’ was unprecedented in both the 
scale and speed of its transmission (Bems and Johnson et 
al. 2012). By 2012, however, there had been a rebound 
in world trade (value not volume) to $18.2 trillion 
(compared with the previous peak in 2008) although 
the pattern was highly uneven (WTO 2012: 19). Ser- 
vices trade had recovered to $4.2 trillion while trade 
volumes were back at 2008 levels but well below trend 
growth (WTO 2012: 19). But this recovery has not been 
sustained with trade growth well below historical trend 
growth accompanied in 2014/15 by a further decline in 
the value of world trade (Evenett 2015: 7; WTO 2015b; 
Donnan, 2016). Underlying this ‘sluggishness of trade" 
as the WTO refers to it is a significant fracturing of 
the relationship between global economic growth and 
world trade (in technical terms the income elasticity 
of trade). More precisely ‘the rough two-to-one rela- 
tionship that prevailed for many years between world 
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trade volume growth and world GDP growth appears 
to have broken down’ in so far as it currently stands 
at 1.5 (WTO 2015b: 15; Hoekman 2015). This is quite 
a profound change and if permanent would imply 
“a fundamental change in the structure of the global 
economy’ and a potentially significant moderation if 
not reversal of the historical pattern of trade globali- 
zation (UN 2015: 34; Evenett 2015). But the sources of 
this slowdown in global trade are the subject of signifi- 
cant debate (Hoekman 2015). In particular whether it 
is the result of slowing global growth (i. cyclical fac- 
tors) or the changing composition of world trade, the 
growth of global production networks or trade pro- 
tectionism (ie. structural factors) matters significantly 
for the future pattern of trade globalization (Donnan 
2016). Whether the great moderation in trade globali- 
zation is the new normal remains an open question 
although the depth and breadth of trade globalization 
remains much greater today than in the last two dec- 
ades even if it is below the pre-GFC peak of 2008 (Sub- 
rimanian and Kessler 2013). 

A significant factor in this synchronized global trade 
collapse resulted from an expanding number of coun- 
tries and sectors becoming enmeshed in world trade 
asa consequence of the rise of global production net- 
works. The changing structure of manufactures pro- 
duction increasingly involving global supply (value) 
chains now accounts for a very significant proportion 
of world trade at 49 per cent in 2011 compared to 36 
per cent in 1995 (WTO 2015a:18). As a consequence, 
‘emerging and developing economies now account for 
a growing share of world export markets and this has 
intensified further as a result of the Global Financial 
Crisis (increasing from 19.2 per cent in 1970 to 32.1 
per cent in 2005 and an unprecedented 47 per cent in 
2011). Trade has become increasingly important to 
national economic welfare, in particular in emerging 
economies, as evidenced by the growing share of na- 
tional gross domestic product (GDP) accounted for 
by exports. Over the post-war period, the ratio of ex- 
ports to GDP for all countries increased from 5.5 per 
cent in 1950 to 17.2 per cent in 1998, and for many of 
the major Organisation for Economic Co-operation 
and Development (OECD) and developing states it 
more than doubled (Kaplinsky 2005: Table 1.1). Trade 
now reaches wider and deeper than ever before into 
‘more sectors of many more national economies as an 
expanded array of goods have become tradable. 

Of course, world trade for much of the post- 
war period has been highly concentrated, both 
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geographically—OECD countries accounted for the 
largest proportion of world merchandise trade (some 
65 per cent), and a small number of East Asian coun- 
tries for the bulk of developing countries’ exports— 
and sectorally. In 2005, manufacturing constituted 58 
per cent of total world trade (in value terms), fuels 
13.9 per cent, services 20 per cent, and agriculture 
only 6.7 per cent (Held et al. 1999; UNCTAD 2005: 
133; WTO 2006a). This concentration was hardly sur- 
prising, given that OECD countries accounted for the 
largest share of world economic output and were by 
farthe largest economic units. Yet, since the 1990s, this 
dominance has become increasingly diluted with de- 
veloped economies’ market share of world merchan- 
dise exports declining from 75 per cent in 1970 to 64.8 
per cent in 2003 and 54 per cent in 2014 (UNCTAD. 
2005: 133; WTO 2015a: 35). This erosion of trade 
dominance is associated with the emergence of new 
trading powers (such as Brazil, Russia, India, and 
China—the so-called “BRICs' economies) resulting 
from structural changes in the world economy associ- 
ated with a new global division of labour (changes in 
countries’ trade specialization in the world economy) 
and the intensification of worldwide competition 
through trade (UNCTAD 2005: 133). 

Furthermore, patterns of trade have altered sig- 
nificantly since the 1960s and particularly so in this 
century accelerating in the wake of the “great trade 
collapse’. A new geography of trade exists reflecting 
the changing location of manufacturing production 
as East Asia and other newly industrializing econo- 
mies (NIEs) take on the role as the world’s factories. 
At the same time, most OECD economies have ex- 
panded markedly their trade in services significantly 
and these now account for almost a quarter of their 
exports (WTO 2006a). Falling costs of transportation, 
the communications revolution, liberalization, and 
the growth of transnational corporations have all 
contributed to a new global division of labour. This 
restructuring is evident in the shifting pattern of de- 
veloping country exports from commodities to manu- 
factures and services (fuels account for 18 per cent (by 
value), commodities 12.7 per cent, and manufactures 
68.1 per cent, compared to 38.8 per cent, 26 per cent, 
and 31.4 per cent, respectively, in 1980 (UNCTAD 
2005: 91)). 

In just over a quarter of a century, the share of 
manufactures in developing countries’ exports has 
more than doubled. This shift has also been accompa- 
nied in recent years by a significant expansion in trade 


between developing economies (South-South trade) 
that has also almost doubled, from 22.9 per cent to 
40.9 per cent of their total exports and over 50 per cent 
by 2010. However, this South-South trade is highly 
concentrated among East Asian economies, which 
accounted for some two-thirds of its total in 2003 
(UNCTAD 2005). Even so, the NIEs have become in- 
creasingly primary engines of global trade, such that 
the World Bank observes that, ‘growth in the global 
economy will be powered increasingly by developing 
countries’ (World Bank 2007b: xiii). In just over three 
decades, China has evolved from being a negligible 
force in global trade to the world's largest exporter 
in 2009, eclipsing Japan, the US, and Germany (WTO 
2009a: 12).The GFC has accelerated these structural 
shifts in the geography of trade and the distribution of 
trade power with the share of world trade accounted 
for by emerging and developing economies more than 
doubling in the last three decades (15.9 per cent to 31.5 
per cent in 2012 and 39 per cent in 2014) (World Bank 
2013b; WTO 2015a: 24). 

These structural shifts constitute a new pattern of 
specialization (or division of labour) within the world 
economy, which is also associated with an intensifi- 
cation of global economic competition (Findlay and 
O'Rourke 2007). In 2003, 40 per cent of manufactured 
imports into the OECD economies were produced in 
developing economies, compared with 12 per cent in 
1973 (World Bank 2007b: xix). In the manufacturing 
sector, andalso increasingly within the servicessectors, 
the expansion of trade increases competitive pressures 
on domestic businesses, in both the North and the 
South. It is not just that OECD economies confront 
cheaper imports from the world’s new manufacturing 
zones, in East Asia or Latin America, or lower-cost ser- 
vices from India and South Africa, but that competi- 
tion among and between the OECD economies and 
developing economies has also intensified as produc- 
tion and markets have become globalized. 

Lower-cost imports impose greater price compe- 
tition, while the dominance of intra-industry trade 
(trade in similar products or services) between OECD 
economies brings domestic business and labour into 
direct competition with their foreign counterparts. 
‘This development has significant distributional conse- 
quences for employment and wage levels within coun- 
tries, although decomposingits effects is a complicated 
matter such that its implications for labour remain 
contested (Lawrence 1996b). Seeking competitive ad- 
vantage is articulated either through more efficient 





domestic production methods or the fragmentation 
of production—that is, ‘slicing up the value chain’ 
or outsourcing production such that firms draw on 
worldwide networks of suppliers that produce where 
the greatest economies of scale or efficiency gains 
can be realized (see Thun, Chapter 7 in this volume) 
‘Through such mechanisms, productive and competi- 
tive forces become globalized while economies in dif- 
ferent regions become more tightly integrated. One 
study suggests that intra-industry and inter-firm trade 
accounted for at least 30 per cent of the growth of 
world trade in the period 1970-90 (Hummels 2001). 
Moreover, as already noted these global production 
chains account for a major proportion of world mer- 
chandise trade. Trade is therefore associated increas- 
ingly with the consolidation of a new global division 
of labour between North and South. 

In so far as dense trade flows occur between the 
major regions of the world economy—namely, the 
Asia-Pacific, North American Free Trade Agreement 
(NAPTA), and European Union (EU) cores—there 
exist global markets in goods and services. The most 
obvious examples of such markets are those in key 
primary commodities, such as oil or wheat, which set 
benchmark world prices. But global markets are far 
from the textbook notion of the perfectly integrated 
market. Despite the dramatic trade liberalization since 
the 1960s, in which formal tariffs have become negli- 
gible (average world tariff rates almost halved from 15 
per cent to 8 per cent between the 1970s and 1990s), 
significant non-tariff barriers to trade remain, while 
distance, history, and culture still continue to influ- 
ence patterns of world trade (Centre for Economic 
Policy Reform 2002). This makes all the more remark- 
able both the scale and pre GFC annual rates of trade 
growth—15 per cent in 2008 and averaging 12 per 
cent since 2000 (WTO 2006a: 3; 2009b: 3). However, 
much trade is conducted regionally, leading to the 
suggestion that the dominant tendency in the world 
economy is one of regionalization rather than glo- 
balization (Chortareas and Pelagidis 2004: 253). This 
is particularly evident in the significant growth of re- 
gionalism (see Ravenhill, Chapter 6 in this volume) 
over recent decades. Yet, as R. E. Baldwin concludes in 
an exhaustive study of contemporary regional trading 
arrangements, there are good theoretical and empiri- 
cal reasons to believe that ‘multilateral and regional 
liberalisation [have] proceeded in tandem since 1947" 
(Baldwin 2006: 1487). Moreover, the increasing frag- 
mentation of production creates significant pressures 
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for competitive liberalization and makes it difficult 
to sustain any effective trade bloc ‘when part of your 
wall encompasses the enemy camp’ (Baldwin 2006: 
1495). Despite regionalism, there is also evidence of 
a tendency for price differentials for traded goods to 
narrow, as might be expected in a global market place 
(IMF 2002: 122). Studies suggest that distance is no 
longer as crucial a determinant of patterns of world 
trade as in the past or that even if itis of growing rela- 
tive significance its impact on trade is marginal (Coe 
etal. 2002; Standaert 2015). Nor, too, does regionalism 
appear to be producing a segmentation of the world 
economy into separate regional markets. Although 
patterns of regional trade present a complex picture, 
intra-regional trade as a proportion of world merchan- 
dise trade, at an estimated 36 per cent, was lower in 
2001 than it was throughout the 1990s (WTO 20014: 
6). As Table 6.3 (Ravenhill, Chapter 6 in this volume) 
indicates, the evidence does not demonstrate a secu- 
lar trend towards the regional segmentation of the 
world economy. In the wake of the GFC there is some 
evidence of an intensification of intra-regional trade 
butt remains as yet inconclusive (WTO 2015b; DHL/ 
NYU 2015). Moreover, the trade data conceals the stra- 
tegic importance to many economies of specific com- 
modities in inter-regional compared to intra-regional 
trade (for example, oil). While the primacy of trans- 
national production networks, as Baldwin observes, 
dissolves the distinctions between intra-regional and 
inter-regional trade activity, which is also obscured in 
aggregate trade data (Baldwin 2006). For example, the 
growth of regional trade among East Asian econo- 
mies is principally a trade in intermediate products 
that are then assembled (predominantly in China) for 
export as finished goods to OECD markets in Europe 
and the US (UNCTAD 2005: 136-8). 

Of course, formally, under WTO rules—which 
have acquired almost universal application—regional 
arrangements must be compatible with the princi- 
ples of the multilateral trade regime (see Ravenhill, 
Chapter 6 in this volume). ‘This institutionalization 
of global rule-making and adjudication in trade mat- 
ters marks a seminal development in the political con- 
struction of a truly global trade system. Through its 
very existence and functioning, the WTO defines a 
global regulatory framework that effectively consti- 
tutes the normative and legal foundations of global 
markets and their operation. In this respect, global 
markets are not just spontaneous constructions, but 
partly the product of the regulatory activities of 


261 


262 


Anthony McGrew 


multilateral bodies such as the WTO, not to mention 
the expanding role of transnational private merchant 
law (the new lex mercatoria) (Gill 1995; Cutler 2003), 
To this extent, trade globalization is not simply about 
trends in world trade but also about the critical impor- 
tance of global and transnational trade authorities in 
the constitution of global markets. In the wake of the 
GFC the extension of temporary forms of state pro- 
tectionism (many of which continue in force) has been 
a factor in the sluggish growth of trade. For some it 
also represents an increasingly significant institutional 
restraint on future global trade growth and trade glo- 
balization (Evenett 2015). 


Finance 


Until comparatively recently, international finance was 
considered to be principally an adjunct to trade, a neces- 
sary mechanism enabling the international exchange of 
goods and services (Eichengreen 1996; Germain 1997). 
Thisdirectassociation between finance and trade began 
to dissolve in the nineteenth century. By the twenty- 
first century, it became irrelevant, or at best marginal. 
Daily turnover on foreign exchange markets more than 
doubled, from $590 billion in 1989 to $1,210 billion in 
2001, increasing to $3,500 billion in 2008, peaking at an 
astonishing $5,344 billion in 2013, and in 2016 averag- 
ing $5,088 billion (by comparison daily world exports 
were approximately $43 billion in 2008) (BIS Quarterly 
Review 2001; Grieco and Ikenberry 2003: 214; BIS 2007: 
1, 2010: 7, 2014:1, 2016: 3). Recent growth, generated in 
part by the instabilities of the financial crisis, has been 
so spectacular thatithas become increasingly a focus of 
concern amongst global regulators. 

As a multiple of world merchandise trade, annual 
foreign exchange turnover in 1973 was equivalent to 
twice the value of annual world trade, but by 2008 
it was equivalent to more than 60 times the value of 
annual world trade and significantly exceeds other 
global financial flows (Held and McGrew 2002: 48). 
Such activity, facilitated by instantaneous global com- 
munications, is conducted around the clock between 
the world’s major financial centres on each continent. 
This worldwide foreign exchange market influences 
not just the value of traded currencies but also the 
level of key financial variables such as national interest 
rates, since it enables the rapid movement of capital 
around the globe. 

Following the significant liberalization of na- 
tional financial markets since the 1980s, the level and 


geographical scope of global capital flows expanded 
enormously until the GFC. By comparison with trade, 
which exhibited a compound growth rate of almost 10 
per cent over the period 1964-2001, transborder finan- 
Gial flows grew at a compound rate of almost 19 per 
cent (Bryant 2003: 141). To put this in context, Bryant 
calculates for the period 1964-2001 that, if the growth 
of international bonds—a form of securitized inter- 
national lending/borrowing measured here in terms 
of stocks not flows—had been at an equivalent level 
to the growth rate of all OECD economies, stocks of 
international bonds would be valued at some $776 
billion, only 11 per cent of the actual $7.2 willion in 
2001 (Bryant 2003: 142). Similar patterns are evident 
for all other types of transborder capital flows, from 
international issues of shares—which expanded from 
$8 billion in the 1980s to a peak of $300 billion in 
2000, subsequently surpassed in 2005 ($307.5 billion); 
to cross-border trading in derivatives—which grew 
(measured in gross value) from $618.3 billion in 1986 
to $4,224 billion in 2001 and more than doubled to 
$10,605 billion in 2005 (equivalent to the annual value 
of world merchandise trade); and transborder bank 
lending—which increased more than tenfold from 
$2,095 billion in 1983 to over $30,000 billion in 2008, 
but contracted to $25,000 billion in 2009 (Held et al. 
1999: ch. 4; BIS 2003, 2005, 2006, 2009; Bryant 2003: 
140; BIS Quarterly Review 2005, 2009). Global capital 
flows fluctuated between 2 and 6 per cent of world 
GDP over the period 1980-95, but by 2006 stood at 
15 per cent of world GDP and at $17.2 trillion were 
three times the gross level of 1995 (IMF 2010a). In the 
aftermath of the GFC, global financial flows collapsed 
dramatically as banks and other financial institutions 
pursued a “flight to safety’, rapidly reducing interna- 
tional exposure by repatriating capital on a dramatic 
scale (BIS Quarterly Review 2009). Gross cross-border 
capital flows fell by some 82 per cent from $10.5 til- 
lion (2007) to $1.9 trillion (2008), while global banks 
not only stopped lending but also drastically reduced 
their exposure in overseas markets (from $4.9 tillion 
in 2007 to $1.3 trillion in 2008) (Roxburgh et al. 2009: 
13). Lending to emerging markets and overall global 
capital flows declined to levels well below those of the 
previous decade, such that Roxburgh suggests that, ‘Fi- 
nancial globalization has reversed, with capital flows 
falling by more than 80%’ (Roxburgh etal. 2009: 7). This 
trend was reinforced by the eurozone crisis through- 
‘out2010/13 such that in 2012 overall cross-border capi- 
tal flows (at $4.6 trillion) were some 61 per cent below 


their 2007 peak ($11.8 tillion) (Lund et al. 2013: 15). 
Repatriation and retrenchment of cross-border bank- 
ing flows in the eurozone area is responsible for much 
of this contraction, Relative to world GDP the scale 
of gross capital flows has contracted dramatically since 
the GFC: between 2000 and 2007 it reached an aver- 
age annual peak of 13.3 per cent compared with 6.2 
per cent in the period 2008-12 (James 2014). However, 
this is largely due to the sustained collapse of inter- 
bank lending amongst advanced economies and most 
markedly in Europe (James 2014; BIS 2015). Though, 
asa recent study notes, this retrenchment conceals the 
significance of other modes of banking globalization 
which have expanded since the GFC (Claessens and 
van Horen 2014). Historically global capital flows re- 
main above much of the period before the peak levels 
prior to the GFC and asa share of world GDP are com- 
parable with the decade before the turn of the century 
which at the time was considered a phase of intense 
financial globalization (James 2014; BIS 2015). 

As with trade, the bulk of capital flows (some 66 
per cent) until fairly recently, have been concentrated 
amongst the major OECD economies. Although from 
the 1980s intercontinental flows have intensified —64 
per cent of portfolio investments in stock markets are 
intercontinental—cross-border financial flows remain 
highly uneven (IMF 2003). While emerging economies 
are highly integrated into world financial markets, and 
increasingly so in the aftermath of the GFC, many of 
the world’s poorest economies remain on the margins 
of these markets (BIS Quarterly Review 2005). Histori- 
cally capital flows to developing states have fluctuated 
considerably since the 1970s, peaking in the mid 1990s 
prior to the East Asian crash and subsequently falling 
back, although by 2007 they had reached a new high 
(IMF 2003; World Bank 2007b: 15; World Bank 20104). 
‘These flows are concentrated primarily among the 
principal emerging economies of Latin America, East 
Asia, and Eastern Europe which account for the bulk 
of non-OECD capital flows. Geography and history 
still exert an influence on capital flows (Thompson 
2006). Although even in the wake of the GFC there is 
little evidence of regionalization of financial markets 
excepting for Asia where it appears to be an emerg- 
ing trend (IMF 2015a: 60). But even the Asian econo- 
mies with strong foreign exchange reserves have been 
able to insulate themselves fully from the volatility of 
global financial markets or the consequences of finan- 
cial contagion in a 24-hour real-time global financial 
system (Desai 2003). This is particularly evident from 


The Logics of Economic Globalization 


recent studies of the GFC (Wolf 2014; Farlow 2103). 
Moreover, the GFC has accelerated a profound shift in 
patterns of cross-border capital flows in that emerging 
and developing economies now account for almost a 
third of the global total and South to South flows have 
attained historic levels of some $1.9 trillion (Lund 
et al. 2013; BIS 2012: 79). In this regard the GFC is as- 
sociated with a reconfiguration in the geography of 
global capital flows and while still highly concentrated 
the dominance of advanced economies has been fur- 
ther diluted. As James concludes: ‘While global gross 
capital flows are now lower than they were in 2007, 
this reduction has not been broad based across econo- 
mies and al types of capital flows. Much of the decline 
reflects a reduction in flows to and from advanced 
economies ... In contrast, capital inflows to some 
economies have increased since the crisis, in particular 
those to emerging Asia’ (2014: 72). Although cyclical 
factors, such as historic low interest rates amongst ad- 
vanced economies in the wake of the GFC, have been 
significant drivers of huge capital flows to emerging 
markets, given these economies now account accord- 
ing to the BIS for 50 per cent of world GDP (PPP) this 
suggests the shifting geographic pattern of global cap- 
ital flows is much more of a structural phenomenon 
despite the considerable volatility of such flows (BIS 
2015:11; IMF 2015a and b). 

Irrespective of the unevenness of transborder capi- 
tal flows, studies suggest that, since the 1980s, there 
has been a significant integration of financial markets 
(Taylor 1996; Lane and Milesi-Ferretti 2003; Obstfeld 
and Taylor 2004). Financial integration is a matter of 
degree, or a tendency, expressed in relative measure- 
ments of greater or lesser intensity: It is assessed by 
a variety of measures (including stocks and flows of 
capital; asset and interest rate price convergence; syn- 
chronization of stock markets; foreign liabilities and 
assets to GDP, and national business cycles), with the 
consequence that: ‘In attacking the problem of meas- 
uring [global] market integration, economists have no 
universally recognized criteria to turn to’ (Obstfeld 
and Taylor 2004: 47). Not to mention the problem that 
different measures often lead to contradictory conclu- 
sions. Not surprisingly, this has produced a consid- 
erable debate as to the genuine scale and economic 
significance of financial globalization assessed in re- 
spect of tendencies towards the convergence, deep- 
ening, and institutionalization of worldwide financial 
activity, performance, and regulation (Watson 2001; 
Obstfeld and Taylor 2004). 
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Obstfeld and Taylor's (1998, 2003, 2004) econo- 
metric studies, among others, identify a narrowing of 
interest rate differentials between the major OECD. 
economies after 1960 (they returned to their pre-1914 
levels), as might be expected under conditions of high 
capital mobility and openness (Obstfeld and Taylor 
1998, 2003, 2004; Fujii and Chinn 2001; Goldberg et al. 
2003), Although short of complete convergence, in- 
ternational differentials remain comparable to those 
within most national economies (for a given financial 
asset) while they persist for much more limited periods 
than in the past, an outcome that might be expected in 
the context of 24-hour global financial trading (Fujii 
and Chinn 2001; Goldberg et al. 2003; Obstfeld and 
Taylor 2004). In contrast, Feldstein and Horioka’s 
classic study (1980) concluded that levels of national 
savings and national investment appeared to be highly 
correlated (see Hay, Chapter 11 in this volume), signi- 
fying much more limited financial integration (Feld- 
stein and Horioka 1980). This finding has also been 
confirmed by other studies such that in much of the 
orthodox literature itis regarded as a ‘stylized but very 
robust fact’ (Obstfeld and Taylor 2004: 62). 

For orthodox economists, these findings present 
something of a puzzle, in so far as the relative ease of 
global capital mobility should theoretically imply low 
(rather than the observed high) correlations between do- 
mestic savings and domestic investment. Accordingly, 
the Feldstein-Horioka puzzle has attracted much at- 
tention as a measure of global financial mobility and 
integration. Recent studies have ‘resolved’ the puzzle, 
in that there appears to be significant empirical evi- 
dence that the savings-investment correlation appears 
to have weakened since the 1990s (indicating significant 
break points or discontinuities in the data)—a period of 
significant financial liberalization (Coakley et al. 1998; 
Abbott and De Vita 2003; Banerjee and Zanghieri 2003; 
Coakley et al. 2004; Giannone and Lenza 2004; Apergis 
and Tsoumas 2009; Kumar and Rao 2011). Other stud- 
ies have questioned the methodological and theoreti- 
cal robustness of the Feldstein-Horioka puzzle, rather 
than the empirical findings, as a measure of capital mo- 
bility and integration (Baxter and Crucini 1993; Taylor 
1996; Hoffmann 1998). These suggest that the observed 
correlations—probably a product of the theoretical as- 
sumptions and econometric model not incon- 
sistent with high capital mobility, and as such are an 
imperfect measure of global financial integration. 

Other measures, such as the stock of foreign assets 
as a proportion of world GDP, indicate a much less 


ambiguous conclusion in so far as this increased from 
6 per cent in 1960 to 25 per cent in 1980, and to 92 per 
cent in 2000 (Obstfeld and Taylor 2004: 55). Similarly, 
capital flows asa share of world GDP as already noted 
have grown substantially since the 1960s, although 
they have not necessarily reached the historic levels of 
the belle époque nor returned to the pre-GFC peak 
(Obstfeld and Taylor 2004: 60; James 2014). Lane con- 
cludes the IFI ratio (ie. foreign liabilities/assets to 
GDP) for major economies has increased significantly 
since the 1980s and while peaking in 2007 has returned 
to that level in 2010 indicating that actual financial in- 
tegration has not lessened despite the global and euro- 
zone financial crises (Lane 2012). Furthermore, there 
is considerable evidence that capital controls—legal 
restrictions on capital flows—have declined signifi- 
cantly since the 1970s for OECD states, and the 1980s 
for most developing economies (and were associated 
with the shift to a floating exchange rate regime) 
(Obstfeld and Taylor 2004: 165). Though some major 
emerging economies, such as China, have not liber- 
alized. Bryant accordingly concludes in his study of 
global finance that, ‘the analogy of nearly autono- 
mous national savings [and investment] reservoirs is 
no longer appropriate’ (Bryant 2003: 152). Capital is 
by no means perfectly mobile in so far as global finan- 
cial markets are imperfect. Even so, the dominant ten- 
dency has been in the direction of greater, rather than 
lesser, (uneven) financial integration. 

‘Tendencies towards financial integration have also 
been accompanied by processes of financial deepen- 
ing (measured in terms of contagion effects, or the 
synchronization of financial markets and national 
business cycles) (Obstfeld and Taylor 2004). Finance 
pervades the operation and management of all mod- 
ern economies, representing for many—to borrow 
Hilferding’s (1910/1981) vocabulary—a new epoch 
of ‘finance capitalism’. To the extent that national 
financial systems are increasingly integrated (in real 
time) with global capital markets, the consequences 
of financial crisis or volatility abroad is magnified and 
diffused rapidly at home. Both the unprecedented ra- 
pidity with which the GFC spread across the globe and 
its dramatic consequences for almost all economies, 
as production and trade collapsed, reflect the signifi- 
cant deepening of global financial integration over the 
last three decades (Farlow 2013; Wolf 2014; Eichen- 
green 2015). Moreover, in the aftermath of the GFC 
the loosening of monetary policy in advanced econo- 
mies (ie. historically unprecedented low interest rates 


combined with quantitative easing) led to huge flows 
of capital to emerging economies simultaneously 
deepening global financial integration while gener- 
ating significant new systemic risks to international 
financial stability (Wolf 2014; BIS 2015; IMF 2015a, 
2015b). 

Whether in times of crisis or normalcy, there is also 
much evidence to suggest that major national stock 
markets and stock market returns have become in- 
creasingly synchronized since the 1970s (Longin and 
Solnik 1995; Bekaert et al. 2005). This synchrony in 
financial market movements across the globe is not 
uniform, since local conditions do make a difference; 
moreover, it is more evident at times of crisis. Nev- 
ertheless, it denotes the heightened significance of 
global financial conditions for domestic financial sta- 
bility, and vice versa (Eichengreen 2002). Indeed, M. 
Bordo and TT. Helbling, in a study of business cycles 
over the last 120 years, points to evidence of a ‘secular 
trend towards increased synchronization’ (2003: 42). 
This process of financial deepening arises out of the 
interaction between the greater ‘financialization’ of 
national economies and its overlapping with global fi- 
nancial activity. Evidence of this is to be found during 
the 1990s, for example, in increased foreign holdings 
of national public debt—in the eurozone an increase 
from 16 to 30 per cent, and in the United States from 
19 per cent to in excess of 35 per cent—not to mention 
increased foreign holdings of shares, private financial 
assets, and the almost doubling of the ratio of foreign 
assets to national GDP for most OECD economies 
(Held et al. 1999; IMF 2002; Mosley 2003). In 2005, for- 
cigners owned some 50 per cent of the total stock of 
US Treasury Bonds, enabling the US to maintain both 
lower interest rates than would otherwise be the case, 
and to fund its historic twin deficits (fiscal and balance 
of payments) (Warnock and Warnock 2006: 1-4). But 
national responses to the GFC have moderated or re- 
versed this trend amongst some major economies as 
government debt has been dramatically increased and 
‘nationalized’. Furthermore, although many studies 
have pointed to the ‘home bias’ effect, which refers to 
investors’ preference for domesticassets, such that the 
international diversification of investment portfolios 
appears to be relatively low (in the US, foreign equities 
constitute around 12 per cent of total holdings), re- 
cent studies have qualified these findings (Thompson 
2006). Cai and Warnock, for example, demonstrate 
that this finding in part is a product of how home 
bias is measured, especially a failure to distinguish the 
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kinds of domestic assets purchased (2006). When such 
distinctions are made, they ‘nearly eliminate the home 
bias puzzle’ (Cai and Warnock 2006: 3). 

Associated with this financial deepening isa process 
of institutionalization as the organization and infra- 
structures of transborder finance become regularized 
and systematized through the activities of (public and 
private) global agencies and networks. This institu- 
tionalization is evident in the enormous expansion 
of multinational banking—for example, HSBC, ‘the 
world’s local bank'—as well as the surveillance and 
global standard-setting activities of the International 
Monetary Fund (IMF), Bank for International Settle- 
‘ments (BIS), and the multiplicity of official and pri- 
vate transborder networks, from the Financial Action 
‘Task Force to the International Accounting Standards 
Board (IASB) (see Pauly, Chapter 9 in this volume). 
It is through the operation of these institutions that 
the essential infrastructure of global financial markets 
is developed and extended, from the Society for the 
Worldwide Interbank Transactions (SWIFT) global 
financial interbank payments system to mechanisms 
for managing sovereign ‘bankruptcy’. In the process, 
the global or inter-regional integration of financial 
markets is reinforced. 


Production 


Although foreign direct investment (FDI) is a cat- 
egory of transborder capital flows it is distinctive in 
so far as it is an indicative measure of the globaliza- 
tion of production (see Thun, Chapter 7 in this vol- 
ume). Outsourcing production around the world is 
now widespread in most industrial and many service 
sectors. Indeed, both investment in overseas produc- 
tion facilities or subsidiaries (FDI) and the creation of 
global production networks have increased dramati- 
cally since the 1970s, dominated by the transnational 
corporation (TNC) (UNCTAD 2002, 2006b, 2009b). 
By comparison with the 1990s, transnational produc- 
tion rather than trade has become the principal means 
of servicing global markets. Transnational corpora- 
tions account for more than 25 per cent of world value 
added, 80 per cent of world industrial output, approxi- 
mately 33 per cent of world exports, 25 per cent of 
world GDP (compared to 7 per cent of world GDP 
in 1990), $36,365bn in world sales, and employ 75m 
workers considerably greater than the UK population 
in 2015 (Gilpin 2001: 289; UNCTAD 2001, 2003, 2006, 
2011, 2015). TNCs are now major determinants of the 
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location and organization of production and services 
in the world economy, especially within the most ad- 
vanced and dynamic economic sectors, integrating 
and reordering business activity between and within 
the world’s three principal economic regions and 
their associated hinterlands. These developments are 
characterized by, among other factors: an increased 
scale and scope; processes of transnational economic 
restructuring; and the consolidation of a new global 
division of labour. 

Since the 1970s, flows of FDI have not only become 
more geographically diffuse, but also until the GFC 
much more intense (Dunning 2000; UNCTAD 2001; 
for further discussion, see Thun, Chapter 7 in this 
volume). In 2000, total world (inward) FDI reached 
a new peak of $1,409.6 billion, almost four times 
the level of 1995 and over six times that of a decade 
earlier (UNCTAD 2001: 006b). After 2001, annual 
FDI flows initially declined with the slowdown in the 
world economy, but subsequently increased to a new 
record of $1,979 billion in 2007 compared to an aver- 
age of $548 billion in the period 1994-9 (UNCTAD 
2003: 2; 2006b: 2; 2009b: 3). In the wake of the GFC, 
FDI declined by 14 per cent to $1,697 billion (2008) 
to $1,310 billion in 2012 and $1,230 billion in 2014— 
the fastest rate of decline in the entire post-war period 
(UNCTAD 2009b, 2013). This decline has been ac- 
companied by another significant trend as FDI flows 
to and between emerging and developing economies 
continue to exceed those to and amongst the devel- 
oped economies (for the first time in the post-war pe- 
riod). The former remain at ‘historically high levels’ 
now accounting for 35 per cent of total FDI compared 
to 43 per cent in 2008 (UNCTAD 2009b, 2013, 2015:2). 
‘The decline in FDI has been accompanied by exten- 
sive global divestments as the manufacturing and fi- 
nancial sectors restructured their worldwide activities 
in the wake of the GFC with the consequence that 
for some economies, notably the UK and Ireland, net 
FDI proved negative as divestments exceeded inward 
investment flows (UNCTAD 2009b: 14). By the end of 
2010, FDI toall countries had collapsed by some 37 per 
cent in comparison with its peak in 2007 (UNCTAD 
2011). Even so, FDI flows in 2014 remain considerably 
in excess of that of two decades earlier (by a factor of 
5), and until 2008 had grown at rates in excess of world 
GDP growth, exports, and overall capital investment 
while the total stock of FDI in 2014 was $25,875bn 
more than 10 times the level of 1990 (UNCTAD 20066: 
7; 2015: 18). From 2003 onwards, growth in FDI was 





associated with a mergers and acquisition (M&A) 
boom, as the pressures for global corporate consolida- 
tion intensified. This boom exceeded a previous his- 
toric high in 2000, with record deals to the value of 
‘$3,900 billion in 2006 (Financial Times 2006: 1). With 
the GFC, funds for M&A rapidly declined by some 
35 per cent in 2008 and by over 60 per cent in 2011 
compared with the 2007 peak (Roxburgh et al. 2009: 
15; UNCTAD 2011: p. xii). 

Flows of FDI reflect the ‘trend towards integra- 
tion on ever larger geographical scales ... Supply 
chains have extended to new areas of the globe and 
integrated formerly distinct regional production ac- 
tivities’ (UNCTAD 2002: 13). Indeed, until the GFC, 
significant annual flows (more than $10 billion) 
reached more than 50 countries (including 24 develop- 
ing economies), compared to 17 (and seven develop- 
ing economies) in 1985 (UNCTAD 2001: 4). This is a 
consequence of a variety of factors, including prox- 
imity to new markets and technological shifts in the 
capacity to organize and manage production at a dis- 
tance (Dicken 2003). However, it is no longer simply 
manufacturing production that is on the move, but 
increasingly, with the digitization of information and 
communications advances, the provision of services, 
such as call centres, information processing, and legal 
and banking services (Held et al. 1999: ch. 5; UNCTAD 
2001: 6; 2015). 

Widely diffused as it is, both flows and stocks of 
FDI nevertheless remain concentrated among and 
within the major OECD economies, although as 
noted above this is increasingly no longer the case (see 
‘Thun, Chapter 7 in this volume). Moreover, official 
FDI flows significantly understate actual levels of for- 
ign investment, since some estimates indicate it con- 
stitutes only 25 per cent of the total of such productive 
investment abroad (Held et al. 1999: 237). In 2000, 
OECD economies were the destination for some 80 
per cent of FDI (inflows), the source of 88 per cent of 
FDI (outflows), 86 per cent of the world stock of (out- 
ward or exported) FDI, and 67 per cent of the world 
stock of (inward) FDI (UNCTAD 2006b: 7). However, 
as M. Obstfeld and A. M. Taylor observe, ‘this trend 
may have turned, with FDI to poorer countries in- 
creasing in magnitude, and, importantly, reaching a 
more widely dispersed group of recipient countries" 
(2004: 83). As noted recent years have witnessed a sig- 
nificant change in the pattern of inward and outward 
FDI flows—with a dramatic increase in the share ac- 
counted for by developing economies (inward from 


17.5 per cent in 1990 to 55 per cent in 2014; and out- 
ward 6.9 per cent and 35 per cent, respectively)—and 
in FDI stocks (inward from 20.7 per cent in 1990 to 
31.9 per cent in 2014; and outward 8.3 per cent to 18.6 
per cent, respectively) (UNCTAD 2006b: 2, 7; 20096: 
4-5; 2015: 5 and Ad). This exceeds quite significantly 
the average shares of FDI invested in or by developing 
countries throughout the 1990s, Developing econo- 
mies, particularly in East Asia, are both an increasingly 
significant destination for, as well as source of, FDI 
‘Such trends have been accelerated by the financial cri- 
sis in Western economies and are likely to be magni- 
fied in future years if emerging markets continue to 
grow more rapidly than advanced economies. While 
there remains a heavy concentration of investment 
within and between the EU, the United States, and 
Japan as the largest economies—and between these 
economies and the NIEs of Asia, Latin America (to a 
lesser extent), and the East European transition econ- 
omies—this is being diluted. This concentration has 
been conceived variously as triadization or regionali- 
zation, but this misrepresents the complex matrix of 
intra-regional and inter-regional flows of FDI and net- 
works of production (Dunning 2000; Dicken 2003). It 
is the very clustering of FDI around the three major 
economic regions combined with the intensity of 
inter-regional flows that reinforces the dynamic of 
global productive integration. 

In linking the dynamics of economies, FDI is also 
associated with processes of economic restructur- 
ing. Although the notion of “footloose capital’ is very 
much a cliché, the consequences of the mobility of 
capital are evident in structural changes across many 
OECD economies and the rise of NIEs in Asia and 
Latin America (Rowthorn and Wells 1987; Castells 
1996; Kapstein 2000; Hoogyelt 2001; Dicken 2003). 
There is much debate, both about the significance 
of the deindustrialization of OECD economies in 
recent decades, and its causes (Piore and Sabel 1984; 
Krugman 1994; Wood 1994; Lawrence 1996b; Rodrik 
1997; Burtless et al. 1998; Schwartz 2001). Although 
the impact of globalization, as opposed to technologi- 
cal change, on the decline of manufacturing employ- 
ment in many OECD economies is disputed, there is 
general agreement that capital mobility and, increas- 
ingly, outsourcing nevertheless play a significant role 
in their continuous economic transformation. Dein- 
dustrialization in these economies is linked directly 
with the industrialization of many developing econo- 
mies as production is shifted to lower-cost locations, 
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both through expanded FDI but increasingly through 
outsourcing arrangements (which require no capital 
input) (Rowthorn and Wells 1987; Wood 1994; Law- 
rence 1996b; Rodrik 1997; Munck 2002; UNCTAD 
2002, 2006b; Dicken 2003), Furthermore, in the con- 
text of the digital economy many services industries 
have become vulnerable to global outsourcing. This 
is not to argue that the mobility of productive capi- 
tal is unconstrained. Proximity to local markets, i 
stitutional factors, and productivity differentials limit 
the potential for industrial capital to relocate abroad, 
cither rapidly or at all. Nevertheless, over time, the 
cumulative impact of such mobility, along with the ex- 
pansion of trade, has contributed to major structural 
changes in the world economy. 

Among the most obvious of these structural 
changes is the evolution and consolidation of a new 
worldwide division of labour. A significant shift has 
occurred in the location of manufacturing produc- 
tion, from OECD economies outwards to NIEs in East 
Asia, Latin America, and other parts of the develop- 
ing world (Gilpin 2001: 140). Some estimates suggest 
that between 1977 and 1999 alone, some 3 million US 
manufacturing jobs were lost as production relocated 
abroad, but with the contraction in employment al- 
‘most four times greater than the expansion of employ- 
ment in developing regions (Harrison and McMillan 
2006: 40-1). To a more limited extent, a similar trend 
is evident in the services sector, most notably in back- 
office functions, customer services, data and informa- 
tion processing, and so on (WTO 20014, 2006b). Atthe 
‘same time, the raw material sector has declined, meas- 
ured as a proportion of world FDI and trade, such that 
many developing economies have entered, or seek to 
enter, the manufacturing business. As a result of these 
shifts, the geography of world economic activity has 
been transformed in recent years, with important con- 
sequences for the distribution of productive power 
and wealth, and ultimately for the politics of global 
economic relations (Gilpin 2001; Crafts and Venables 
2003). This is patently evident with the rise of China, 
India, and Brazil as key players in the global political 
economy. 

A second, and related, structural change has been 
the intensification of transnational and inter-regional 
competition for market share, technological advan- 
tage, and rapid product innovation. Such competition 
is no longer necessarily best conceived as occurring 
simply between self-contained national economic 
units, but, rather, increasingly between firms and 
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businesses in different regions of the globe, in so far 
as the new geography of world economic activity 
links distant markets through the operations of giant 
multinational corporations (MNCs) and inter-re- 
gional production networks (Gilpin 2001: 180-2). Eco- 
nomicand corporate competition becomes globalized, 
since it transcends regions, biting deeper into national 
economies and magnifying the consequences of local 
conditions and differences (Held et al. 1999: ch. 5). Do- 
‘mestic competition between supermarket chains for 
agricultural produce, for example, turns farmers both 
at home and abroad into direct competitors. Given the 
existence of instantaneous communications, it is not 
only the scope but also the rapidity with which global 
competition evolves that contribute significantly to its 
intensity (Harvey 1989; Castells 1996). 

A third significant change is in the nature of pro- 
duction processes, particularly in manufacturing but 
also in services, which flows or stocks of FDI do not 
capture effectively. Outsourcing, or the cross-border 
fragmentation of production, is increasingly a key 
means by which production in many sectors is located 
and relocated abroad to realize efficiency and compet- 
itive gains (although it tends to be concentrated in the 
low-valued-added segments of the production cycle 
or service provision) (Dicken 2003; Kaplinsky 2005). 
Since it requires minimal capital investment or owner- 
ship, but rather involves collaborative or contractual 
relationships between producers and a range of sup- 
pliers, it is increasingly open to a much wider range 
of economic agents, from small publishing houses to 
major TNCs. Outsourcing relies on complex transbor- 
der production chains, within and between regions 
of the world economy, such that, paradoxically, it in- 
volves the global integration of productive processes 
through their increasing geographical fragmentation 
or dispersion (Gereffi and Korzeniewicz 1994). The 
significant reliance on production networks presents a 
challenge to orthodox conceptions of the world econ- 
omy as a collection of discrete national economic 
spaces, since it implies a better depiction (although 
‘messier but perhaps more accurate) is of a networked 
global economy—what, in the context of trade, Bald- 
win (2006) refers to as the spaghetti or noodle-bow! 
analogy (Castells 2000; Brenner 2004; Sassen 2006). It 
is also evident that the speed and synchronized col- 
lapse of world trade in 2008-9, according to Baldwin, 
is a result of global integration of production such 
that, “Today, Factory Asia is online’ (Baldwin 2009). 
(One of the unintended consequences of the GFC has 


been to highlight the vulnerabilities of global supply 
chains provoking some rethinking of the limits to out- 
sourcing. But there is litle robust evidence to indicate 
this is a major reversal of a secular trend. As Amador 
and Mauro note these global production chains ‘have 
become the paradigm for the production of most 
goods and services around the world’ (Amador and 
Mauro 2015:14). In 2011 almost half of world trade 
(49 per cent) was attributable to global production 
networks compared with 36 per cent in 1995 (WTO 
2015a:18). 


Labour migration 


In comparison to capital and goods, labour is rela- 
tively immobile. That said, labour flows (especially 
unskilled) are geographically extensive and, in terms 
of direction, reflect an almost mirror image of capital 
flows in so far as they have become primarily South 
to North (Held et al. 1999; Castles and Miller 2002; 
Chiswick and Hatton 2003). Asa recent World Migra- 
tion Report observes the world is experiencing ‘an era 
of unprecedented human mobility’ (IOM 2015:17). 
Outward flows of people are predominantly a devel- 
oping country phenomenon and, despite significant 
national restrictions, they are, surprisingly, on a scale 
of the mass migrations of the early twentieth century 
(Chiswick and Hatton 2003; 74). Though complex in 
origin and destination, inter-regional (as opposed to 
intra-regional) migration has expanded enormously 
over the period 1950-2014 (Chiswick and Hatton 
2003; 1OM 2015:37). In 2010, there were some 215 mil- 
lion migrants but by 2014 232m, almost three times 
the level of 1970 (at 82.5 million), making up over 3 
per cent of the global workforce, but over 9 per cent 
of the workforce in the developed world (Freeman 
2006: 2; IOM 2012,2015). Inward migration is highly 
concentrated, in that 75 per cent of migrants were 
domiciled in just 23 countries in 1970, 28 countries in 
2000 while only 10 high income countries are home to 
50 per cent of the world’s migrants (IOM 2005: 382; 
2015:17). Migration is also an increasingly urban phe- 
nomenon, in so far as migrants concentrate in major 
urban areas (e.g. 25 per cent of Parisians, 37 per cent 
of Londoners, and 46 per cent of the population of 
Toronto were born abroad), where there are more 
employment opportunities (IOM 2015:39). Today, 
50 per cent are female, whereas in the past, migrants 
were overwhelmingly male (Freeman 2006: 4-5). 
Skilled labour migration from South to North is also 


on the increase, linked to skills gaps and demographic 
trends in the North. Significantly, too, the huge expan- 
sion of temporary workers moving between world 
regions, facilitated by low-cost transport infrastruc- 
tures, is additional to these official figures, and is of 
growing importance to certain sectors (for example, 
in construction and agriculture) within many devel- 
oped economies (for example, in the US, the UK, and 
even in South Africa, which annually hosts 100,000 
guest workers) (Freeman 2006: 8). Furthermore, as 
with trade and finance the geographical patterns of 
migration are changing dramatically as South to 
South, not just South to North, migration has ‘gained 
importance’ (IOM 2015: 37). 

‘These developments reflect tendencies towards the 
integration of distant labour markets (Silver 2003). 
‘Such tendencies might be expected to produce some 
convergence in wage rates (both within the North, 
and between it and the South) most particularly for 
the skilled, but overall a growing divergence between 
rates for skilled and unskilled workers, given the pre- 
ponderance of the latter among migrants and within 
the South. There is some evidence to confirm such 
trends, although the causal role of migration—as 
opposed to other factors such as trade, technology, 
or capital mobility—is debated (Galbraith 2002; Fire- 
baugh 2003; Lindert and Williamson 2003). One in- 
controvertible trend, however, is the growing scale and 
importance of remittances by migrants, which quad- 
rupled between 1990 and 2004, and which for many la- 
bour-exporting countries in the South has become ‘an 
increasingly important source of foreign exchange’ 
(UNCTAD 2006a: 100). According to UNCTAD esti- 
mates, the level of migrants’ remittances in 1990 was 
about 50 per cent of total official aid flows, or on a sim- 
ilar scale to FDI flows from North to South. Today, it 
far exceeds the value of aid flows, and for many coun- 
tries also exceeds flows of FDI (for example, remit- 
tances to India in 2005 totalled $20.5 billion, compared 
to inward FDI of $11.9 billion) (UNCTAD 2006a: 100). 
However, the GFC, has considerably impacted migra- 
tion, as demand for foreign workers has succumbed 
to rising unemployment and more stringent immigra- 
tion controls amongst host nations. As a result, 2011 
‘wage remittances by foreign workers declined to $300 
billion from a 2008 record of $338 billion (World Bank 
2010a: 38). On the other hand, despite falling demand, 
the GFC has precipitated intensifying international 
flows of economic migrants such that migration has 
become a major global political issue. 


The Logics of Economic Globalization 


Globalization: still the dominant 
tendency? 


Although there is fairly widespread agreement among 
students of global political economy that, in the period 
since 1945—and in particular since the 1980s—there 
has been a remarkable intensification of transborder 
economic activity, nevertheless this is subject to diver- 
gent interpretations and explanations (Gordon 1988; 
O’Brien 1992; Castells 1996; Held etal. 1999; Hirst and 
‘Thompson 1999; Gilpin 2001; Hoogvelt 2001; Dicken 
2003—for further discussion, see Hay, Chapter 11 in 
this volume). Whatever the scale and significance of 
economic globalization, as the brief discussion of re- 
gionalization and segmentation suggests, it is not the 
sole tendency within the contemporary world econ- 
omy. Indeed, those of a more sceptical persuasion give 
much greater emphasis to these contrary trends. Con- 
sequently, they contest the assumption that globaliza- 
tion has been or remains the dominant tendency in 
the world economy (see Box 10.2). In doing so, they 
mount a robust challenge to the very idea that glo- 
balization best describes the historical trajectory of 
the world economy. Two related theses inform this 
sceptical analysis. The first stresses the existing lim- 
its to global economic integration; and, the second, 
the ‘exaggerated’ scale of contemporary economic 


Sceptical Argument 


|, Globafization is exaggerated and far from historically 
unprecedented. 

12. The world economy was much more integrated and 
‘open during the belle Epoque of 1870-1914, when 
interest rates, commodity prices, and wages showed 
Significant signs of convergence. 

3. Regionalization and triadization, not globalization, are 
the dominant tendencies in the contemporary world 
economy. 

4. The GFC and responses to it demonstrate both the limits 
‘to globalization and the primacy of BRICs (Big and Really 
Imperial Countries: James uses this term instead of the 
usual BRICs—Brazil, Russia, India, China) to the effective 
‘operation of global markets (2009: 182). 

'S. Goobafization és primarily an ideology or policy discourse 
‘that serves to legitimize the interests of dominant political 
and business interests in expanding their power. 
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globalization in much of the existing literature, or as 
Stiglitz refers to it, ‘the overselling of globalization’ 
(Stiglitz 2005), 

Distance, borders, and market segmentation con- 
tinue to matter (Feldstein and Horioka 1980; Gordon 
1988; Boyer and Drache 1996; Burtless et al. 1998; 
Garrett 19984; Weiss 1998; Rieger and Leibfried 
2003). Gravity models of international trade (a form 
of regression analysis), which take into account geo- 
graphic distance, demonstrate an almost exponen- 
tial decline in trade activity as the distance between 
trading partners increases (Carrere and Schiff 2004; 
‘Thompson 2006). Moreover, border and home bias ef- 
fects (which measure economic divergence between 
countries and the tendency of investors or consumers 
tobuy domestic assets/ goods, respectively) do not ap- 
pear to be diminishing. For example, there appears to 
be very little evidence of a significant trend towards 
international financial diversification. The implica- 
tion is that, if globalization is the dominant tendency 
today, much higher levels of trade and financial flows 
be expected, as well as much greater economic con- 
vergence, than presently exists (Thompson 2006). 
Globalization in these respects is therefore consider- 
ably overstated. 

In addition, the sceptics suggest a more critical in- 
terrogation of international economic trends since the 
1970s would attest to increasing segmentation rather 
than integration of the world economy (Ruigrok and 
Tulder 1995; Berger and Dore 1996; Boyer and Drache 
1996; Hirst and Thompson 1999; Hay 2000; Ruman 
2000). As argued by Hay (Chapter 11 in this volume), 
the dominant patterns in the world economy over 
recent years have been the increasing regionalization 
and triadization of economic activity. This is evident, 
not just in trade-flow patterns, but has also been rein- 
forced by the recent huge expansion in the numbers of 
preferential trade agreements (agreements between 
groups of states, each of which give preferential ac- 
cess to the others’ markets) covering an increasing 
proportion of world trade (Crawford and Florentino 
2005; Ravenhill, Chapter 6 in this volume). Regionali- 
zation is also to some degree evident in recent inter- 
national financial trends most especially in Asia where 
intra-regional capital flows have grown significantly in 
the aftermath of the GFC (IMF 2015a:60). While Bald- 
win and Lopez-Gonzalez (2014) have pointed to inten- 
sifying ‘regional fragmentation’ of global production 
networks (Baldwin and Lopez-Gonzalez 2014). Such 
segmentation of the world economy along regional 


lines, and the continuing dominance of OECD econ- 
‘omies, accounts for the absence of the substantive 
global economic convergence that might be expected 
under conditions of globalization. It might therefore 
be concluded that regionalization or segmentation, 
rather than globalization, is the dominant tendency 
in the world economy today, or, as Thompson con- 
cludes, that the system is ‘one poised between “glo- 
balization” and supranational “regionalization” (Hay 
2000; Thompson 2006). 

Few would dispute that there are limits to economic 
globalization. National and local economies, to vary- 
ing degrees, are embedded in global economic net- 
works and systems while, to varying degrees, national 
and local factors mediate their impact. Distance, bor- 
ders, and national differences do still matter—but per- 
haps not quite to the extent that some sceptics assert. 
Recent studies of the effect of borders on economic 
interactions suggest they are much less significant 
than earlier studies have claimed—with only either 
moderate or negligible impacts on trade flows (An- 
derson and van Wincoop 2001; Gorodnichenko and 
‘Tesar 2005). Moreover, as noted previously, the evi- 
dence does not suggest that there exists a significant 
home bias in financial markets (the Feldstein-Horioka 
puzzle) or portfolio investment. Indeed, the evidence 
points to the fact that the savings-investment and 
home bias puzzles, if not solved, are today significantly 
less puzzling than they were (Baxter and Crucini 1993; 
Anderson and van Wincoop 2001). Even the most ad- 
vanced national economies are not as perfectly inte- 
grated as orthodox economic theory suggests should 
be the case, since subregional and sectoral divergences 
continue to matter. In this respect, indicative limits to 
globalization are not incompatible with the notion of 
the world economy as being imperfectly, rather than 
perfectly, integrated. 

Since few economies (apart from Myanmar and 
North Korea) are significantly isolated, autarchy—the 
pursuit of national self-sufficiency as an economic 
strategy—appears defunct as national economic for- 
tunes cannot be decoupled entirely from the dynamics 
of the world economy. This is evident in the manner 
and speed with which regional crises or slowdowns 
in world economic activity have a wide and rapid im- 
pact across the globe (Bordo and Helbling 2003; Pauly, 
Chapter 9 in this volume). Furthermore, as the earlier 
discussion noted, inter-regional flows of trade, capital, 
and migrants have increased significantly over recent 
decades. As one leading economic historian has put it, 





since 1950, ‘Interrelations between the different parts 
of the world economy have greatly intensified’ (Mad- 
dison 2001: 125). This is not to argue that regionaliza- 
tion and concentration of economic activity are not 
occurring, but rather to conclude that they are not 
the dominant trends shaping the world economy. Nei- 
ther are they necessarily incompatible with economic 
globalization, since in several respects they reinforce 
it (Schirm 2002). As Baldwin argues, in a world of 
fragmented production, the political economy of re- 
gionalism can generate an inherent tendency towards 
trade globalism (Baldwin 2006). Regionalization can 
magnify the consequences of inter-regional economic 
integration (and vice versa). The concentration of 
inter-regional flows within the OECD triad is princi- 
pally evidence of the unevenness of economic globali- 
zation rather than triadization or regionalization per 
se. That globalization has not measured up to the ideal 
of neoclassical economic theory, which posits a per- 
fectly integrated world market (of price and income 
convergence), is readily explicable to theorists of 
imperfect markets/competition and of institutional 
economics (Gilpin 2001). Except for the most ardent 
advocates of neo-liberal economics, few would argue 
that economic globalization can be assessed solely by 
measures of economic convergence, because the most 
pronounced phase of global economic convergence, 
as economic historians note, was the inter-war period, 
paradoxically a period of unprecedented deglobaliza- 
tion, when economies rapidly converged, but towards 
economic collapse (Dowrick and DeLong 2003). 

As Garrett remarks, ‘No matter how many different 
numbers are presented ... the growth of international 
‘economic activity in the past 30 years remains stagger- 
ing’ (2000a: 947). A global economy is in the making, 
constituted by, and through, the infrastructures and 
dynamics of economic globalization. This process 
of economic integration, however, is highly uneven, 
to the extent that itis associated both with economic 
convergence and divergence, as different economies/ 
subregions/sectors are integrated differentially into 
this world economic order. Neither is it inevitable nor 
is it immutable, as the GFC reminds us. Indeed, as 
more recent trends disclose, there can be little doubt 
that, in key respects, in the aftermath of the GFC eco- 
nomic globalization experienced an initial sudden and 
dramatic reversal. However, for students of global po- 
litical economy, the critical issue is whether this rever- 
sal is cyclical or structural: that is, whether it is simply 
a temporary hiatus or constitutes a decisive break with 


The Logics of Economic Globalization 


the last three decades. In short, does it portend a his- 
toric reversal of globalization—i.. deglobalization? 
‘The eminent economic historian, Harold James, ob- 
serves that, ‘Financial crises are the catalyst for turning 
the globalization cycle’ (2009: 231). The sheer scale of 
the collapse in global finance, trade and FDI subsequent 
to the GFC and the unprecedented national responses 
designed to prevent another Great Depression, James 
concludes, arguably represent the turning of that cycle: 
“In 2009 we can already say that the last great globali- 
zation was financial’ (2009: 144). As ‘state intervention- 
ism’, with its protectionist impulses, asserted itself in 
the heartlands of global capitalism, the Washington 
‘Consensus appeared to have given way to the ‘Beijing 
consensus’ (Altman 2009). Combined with national 
economic adjustments which are necessary to cor- 
rect the global imbalances (in trade and finance) which 
many, such as Wolf, argue were at the root of the GEC, 
the prospects for a rapid return to the historic trend 
growth of economic globalization—as at the turn of 
the twenty-first century—appear dramatically muted 
(2008). Global trade growth has stalled and global fi- 
‘nancial flows remain well below pre-GFC levels (World 
Bank 20104, 2011, 2012, DHL/NYU 2014; BIS 2015; UN 
2015; WTO 2015b). As James concludes, ‘the globaliza- 
tion cycle will resume, but not immediately’ (2009: 277). 
Even so, the GFC and its aftermath provide little 
support either for the principal arguments of the scep- 
tics or that the world economy is experiencing a period 
of deglobalization. For both in terms of its severity and 
the synchronized rapidity with which this global eco- 
nomic shock impacted all economies, the GEC demon- 
strated, contrary to much sceptical opinion, just how 
deeply integrated the world economy had become in 
the last four decades. Furthermore, the aftermath of 
the GFC hasaccelerated the structural shiftin the global 
economy towards Asia and the emerging economies, 
all of which rely significantly on globalization asa both 
a development and growth strategy. In this respect, 
the structural adjustments essential to correcting the 
global economic imbalances which were an important 
factor in the origins of the GFC appear to be associ- 
ated with the emergence of a Third Wave of globaliza- 
tion, driven by the emerging economies, rather than. 
any incipient deglobalization (World Bank 2007b; Man- 
yika et al. 2014). As a recent report concludes emerg- 
ing economies are ‘reshaping global connectedness’ 
and ‘the ‘big shift’ of economic activity to emerging 
economies will have a large influence on the depth of 
global connectedness’ (DHL /NYU 2014: 4, 54). This is 
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evident from the previous discussions of the restruc- 
turing of trade, finance, production, and migration 
patterns in the wake of the GFC. Thus the DHL/ NYU 
globalization index, which measures contemporary 
global trends, notes that in 2005 the advanced econo- 
mies accounted for 56 per cent of all international in- 
teractions but by 2013 this figure was 48 per cent and 
declining (DHL/NYU 2014: 61). It is therefore both 
too simplistic and premature to interpret the current 
conjuncture as a prelude to incipient deglobalization. 
Nor isa historical comparison with the 1930s epoch ap- 
propriate as Eichengreen amongst others have argued 
(Temin 2010; Eichengreen 2015). Despite the GFC, the 
world economy is not experiencing deglobalization so 
much as the ‘great moderation or maturation’ of the 
‘second age of globalization’. Globalization remains 
the dominant, although not the sole, tendency in the 
world economy. Explaining the sources and origins of 
this ‘second age of globalization’ will be the focus of 
the next section which will in turn contribute further 
analytical and historical insights into the principal fac- 
tors shaping its future trajectory. 


KEY POINTS 


*+ Globalization is not a singular process butts economic 
dimension is critica 

+ Economic glabalzation defines the principal trend inthe 

contemporary global economy. 

‘kis associated with growing but uneven worldwide 

economic integration. 

+ Regjonalization and segmentation are not necessarily 
incompatible with economic globalization. 

+ Economic globalization peaked just before the GF 
reversed through 2008 but subsequently continues to 
experience a great moderation’ compared to the pre- 
criss period. 

+ Recent trends indicate a significant structural shift in the 











The logics of economic globalization 


Explaining the causes or drivers of economic globali- 
zation is an intellectually challenging and complex 
task. Challenging because there are multiple dynamics 


at work, and complex because the very notion of cau- 
sation raises some thorny philosophical issues. Cast- 
ing the latter aside for the moment, it is critical to be 
clear about what is to be explained: in other words, it 
is necessary to identify precisely the subject of our ex- 
planation i.e. whether the focus is on the general deter- 
minants of economic globalization, or the particular 
determinants of its most recent phase namely the ‘sec- 
ond age of globalization’. Explaining one is not quite 
the same as explaining the other (Robertson 2003). 
Given the story so far, the focus will be primarily, but 
not exclusively, upon the latter. 

To assist this analysis, it is helpful initially to distin- 
guish between thick or thin conceptions of causation. 
In its thickest sense, causality implies determination in 
‘so far as causes are considered both necessary and/or 
sufficient to produce a particular development or social 
phenomenon (Mellor 1995: 6). Thus globalization, itis 
often argued, is principally a product of technological 
change in so far as technology not only makes it both 
possible but also propels it forward, i.e. technology is 
both necessary and sufficient to bring it about such that 
globalization could not have occurred in its absence. 
‘Thinner conceptions of causation refer to dispositions, 
in the sense of the enabling conditions, tendencies, or 
factors that make given events or social phenomena 
more rather than less likely or probable (McCullagh 
1998: 173). So, the liberalization of national econo- 
mies, following the political revolution of neo-liberal- 
ism in the 1980s, can be viewed as a cause of economic 
globalization to the extent that it made it more, rather 
than less, probable, and thereby not simply a histori- 
cal accident or arbitrary development. The thinnest 
conceptions of causation emphasize ‘contingent’ ex- 
planations—that events could readily be otherwise— 
in so far as globalization results from a coincidence 
of unique circumstances and the particular actions or 
interventions of social agencies. However, since many 
complex social phenomena, such as economic globali- 
zation, involve a multiplicity of causes, few theories of 
globalization develop either a rigidly determinist or 
a contingent explanatory account. Before examining 
these theories in some detail, it will be helpful to ana- 
lyse the principal logics (or social forces) shaping the 
form and dynamics of economic globalization. 


Principal logics 
Explanations of economic globalization tend to 
focus on three interrelated logics or factors, namely: 


technics (technological change and social organiza- 
tion); economics (markets and capitalism); and politics 
(ideas, interests, agency and institutions). Since they 
are so closely interrelated, the principal methodologi- 
cal problem for analysts lies in unbundling the causal 
mechanisms involved (Garrett 2000a). Distinguishing. 
them analytically is the first stage. 

Technics is central to any account of globalization, 
since it is a truism that, without modern communi- 
cations infrastructures in particular, a worldwide 
economy would not be possible. Transformations in 
communications and transport technologies have lit- 
erally and metaphorically ‘shrunk the globe’. ‘Action 
ata distance’ increasingly transcends national borders, 
not to mention continents, so that time and space are 
compressed. In this process, the distinction between 
domestic economic activity and global economic ac- 
tivity becomes less easy to sustain as global markets 
evolve. Rather than the liberalization of national econ- 
omies driving globalization, it can be argued that tech- 
nological change drives liberalization, especially in the 
financial sector (Garrett 2000). Modern communica- 
tion technology not only provides the infrastructure 
of a real-time global economy but also facilitates new 
forms of transnational and global economic organiza- 
tion, from production through to regulation. 

This informatics revolution has underwritten, not 
only the infrastructure of an evolving global economy, 
but, also, according to Dicken and others, a‘global shift” 
(Dicken 2003). This is expressed in the combined move 
towards service-based or post-industrial economies 
within the advanced core of the world economy, and the 
associated rise of industrial economies in the developing 
world. To paraphrase Giddens, ‘technology is inherently 
globalizing” in so faras contemporary economic globali- 
zation is conceived as a product of the second industrial 
revolution—the logic of the informatics age (1990). 

Crucial as technology is to any account of eco- 
nomic globalization, so, too, is its specifically economic 
logic. This is discussed in two distinct sets of litera- 
ture; that of orthodox economics, which explains glo- 
balization in terms of market dynamics; and that of 
radical political economy, which explains it in terms 
of the imperatives of capitalism. In the case of the for- 
mer, globalization is considered to be a direct conse- 
quence of market competition whether, as in the case 
of trade, in terms of the operation of comparative 
or strategic advantage, or in relation to transnational 
production in terms of imperfect competition or the 


product cycle (Dunning 1993; Gilpin 2001). 


The Logics of Economic Globalization 


‘The structure and functioning of markets is con- 
ceived as being central to understanding the competi- 
tive dynamics that lead inevitably to the globalization 
of economic activity. Drawing on both neoclassical 
and new economic theories, the principal concern is 
identifying the specifically economic logic—under- 
stood in terms of the pursuit of profit, wealth, and 
‘market position—which explains the process of global 
‘economic integration and the location or distribution. 
‘of economic activity (see Box 10.3). By contrast, radi- 
cal political economy draws on the Marxist tradition 
that locates economic globalization in the expansion- 
ary and universalizing logic of modern capitalism. 
This expansionary logic is a product of capitalism's 
structural contradictions—the tendency for overpro- 
duction combined with the relative impoverishment 
of workers—and its insatiable requirement for capital 
accumulation; that is, profit. Economic globalization 
is driven by the continual search among the corpo- 
rate sector for new markets, cheaper labour, and new 
sources of profitability; a process facilitated and en- 
couraged by governments and the agencies of global 
economic governance, as they work to reproduce the 
very system on which their political legitimacy partly 
depends (Callinicos 2003), In short, the specifically 
economic logic of globalization arises from both the 
dynamics of markets and the dynamics of capitalism. 


Economic Theory and Globalization 


|. Neoclassical theory explains globalization in terms of 
comparative advantage, market forces, and economic 
convergence. 

2. Free trade involves economies trading what they have a 
‘comparative advantage or efficiency in producing, thus in 
‘theory maximizing both national and global welfare, 

3, Market forces and global competition ensure that similar 
_g00ds and services are produced efficiently and at a 


‘minimum cost. 





4, Market convergence ensures that prices and interest 
rates ina globalizing economy become increasingly 
equalized or differences increasingly narrowed. 

'S. New trade theory, locational theory. and the theory 
of imperfect competition explain why perfectly 
competitive global markets do not exist, and why market 
‘segmentation (Glfferences and the lack of complete 
convergence) occurs even in a globalizing world economy. 
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Politics—shorthand here for ideas, interests, agency 
and institutions—constitutes the third logic of eco- 
nomic globalization. Almost all accounts of contem- 
porary globalization make reference to the rise and 
dominance of neo-liberal ideology throughout the 
OECD world, along with its associated policies of 
liberalization, deregulation, and privatization—that 
is, the infamous ‘Washington Consensus’. If technol- 
ogy provides the physical infrastructure of economic 
globalization, it is the significant movement towards 
‘market-driven politics’ (Leys 2001)—greater empha- 
sis on laissez-faire capitalism—that provides its ideo- 
logical infrastructure. 

Irrespective of the party holding office, the domi- 
nant political trend since the 1970s in OECD states 
has been towards the liberalization of national econo- 
mies and the easing of restrictions on capital mobil- 
ity. This has enabled—some might argue, driven—the 
creation of more integrated global markets and the 
globalization of production. Governments, or rather 
states, have been central to the process of economic 
globalization. They have been instrumental in estab- 
lishing the necessary national political conditions and 
policies—not to mention vital regional and global 
institutions, agreements, and policies—essential to 
its advancement. Promoted and advocated by a pow- 
erful configuration of domestic and transnational 
coalitions and lobbies, economic globalization is very 
much a political construction or project; a product of 
political and economic agents pursuing their separate 
but also collective interests. This underlying political 
consensus is critical to economic globalization but in 
the wake of the GFC everywhere is increasingly under 
attack from a growing anti-globalization backlash in- 
fused with protectionist and nationalist sentiments. 
‘The future of economic globalization is thus not sim- 
ply a result of impersonal technological and market 
forces. In certain key respects globalization is ‘made 
by the intersecting decisions and actions of a multi- 
plicity of agents (governments, corporations, social 
movements, international institutions, etc.) across the 
world as will be made evident in the subsequent dis- 
cussion (Holton 2005) 

Central to the politics of the current globalization 
project is the power and role of the United States. 
To the extent that a liberal world economic order, as 
Gilpin (2001) and others argue, is a product of US (he- 
gemony) dominance, shifts in the relative power of the 
US will have significant consequences for economic 
globalization. To the extent that the relative economic 


power of the United States has been eroded in recent 
years, the politics of globalization has become far 
more complex, with China and other emerging eco- 
nomic powers having a growing impact on the dy- 
namics of economic globalization. In sum, economic 
globalization has an underlying political logic in so far 
as it is the product of political ideas and discourses; 
the political interests of the most powerful states, 
global institutions, and national and transnational so- 
ial forces; and the transnational political consensus 
and public policies which create the conditions which 
make it possible. 

In different measure and combination, these three 
logics—technics, economics, and politics—inform the 
principal theories of globalization. How they do so is 
explored in the following section. 


Principal theories 


‘As Rosenberg (2000) observes, there are many theo- 
ries of globalization—its causes and dynamics—but 
little substantive globalization theory. This distinc- 
tion is important in that it suggests that any notional 
globalization theory must be parasitic upon, if not 
entirely subservient to, the ‘grand theories’ of social 
science. To date, no discrete or singular globaliza- 
tion theory—which seeks to provide a coherent and 
systematic account of its causes, consequences, and 
historical trajectory—can be said to exist. Nor is there 
any singular theory of globalization, only a prolifera- 
tion of schools and analyses. Accordingly, the empha- 
sis here will be on identifying distinctive theories of 
globalization, with subsequent elaboration and criti- 
cal examination of their principal formulations. 

Few convincing accounts of economic globaliza- 
tion, given its complexity, locate its origins in a sin- 
gle causal logic. However, existing theories do make 
judgements either about the relative significance or 
configuration of different causal logics, in effect privi- 
leging some over others in their explanatory narra- 
tives. Along the continuum from thicker to thinner 
forms of causal explanation, accounts vary according 
to whether they give preference to the structural, the 
conjunctural, or the contingent sources of economic 
globalization. 

Broadly speaking, structural explanations are thick 
causal accounts because they tend towards the deter- 
ministic: they highlight the imperatives or develop- 
mental logic of social and economic systems. Thus, 
structuralist accounts of economic globalization 


explain it in terms of the imperatives or drivers of 
technological advance and/or capital accumulation. 
Globalization is considered almost an inevitable con- 
sequence of either modern technologically advanced 
societies—tecall Giddens’s dictum that ‘modernity is 
inherently globalizing’—or the expansionary impera- 
tives of capitalism. While structuralist accounts can 
answer the why and how questions of globalization— 
why it came about, and how—they are less valuable in 
explaining its specific historical form (what kind?) or 
timing (why now?) (see Table 10.1), 

In contrast, conjunctural explanations are much 
better at explaining the specific timing and particular 
historical characteristics of economic globalization 
as well as its contemporaneous causes. Conjunctural 
accounts, Which are causally thinner than structural 
explanations, pay more attention to the confluence of 
particular historical circumstances, trends, and events, 
which together combine to produce a given social 
phenomenon at a specific point in time and in a given 
form. As McCullagh (1998; 178) summarizes it, ‘the 
cause of an event is a conjunction of things which to- 
gether have a tendency to produce a certain kind of 
outcome’. Thus, contemporary economic globaliza- 
tion can be understood as a consequence of a multi- 
plicity of tendencies (technological, economic, and so 
on), interacting with particular historical conditions 
and policies (for example, the end of the Cold War), to 
produce its distinctive (neo-liberal) form. Rather than 











Table 10.1 Economic globalization: types of theory 
Causal Primary 
mechanism concepts 

Structural Imperatives of Imperatives 
domestic and Inevitablity 
international Determinate 
systems 

Conjunetural Emergent Conditional 
properties or Tendencies 
confluence Dispositions 
of separate 
logics and 
circumstances 

Constructivist ideas and Contingent 
discourses as Incidental 
constitutive Indeterminate 
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stressing the inevitability of globalization, conjunc- 
tural explanations stress its conditionali 

Finally, accounts that stress the contingency of 
economic globalization emphasize its causal inde- 
terminacy—the absence of a fully specified causal 
mechanism, Although such explanations may be less 
relevant to answering the ‘why’ question, they are par- 
ticularly pertinent to addressing “how, when and what" 
type questions. As such, these might be considered 
thin, rather than thick, causal accounts of economic 
globalization because they stress its almost incidental 
or consequential (rather than inevitable or conditional) 
origins. Attention therefore tends to be focused much 
more on the role of ideas—economic globalization as 
an idea or prevailing discourse—rather than secking 
to deduce specific causal connections from empirical 
data concerning global economic interactions (Schi- 
rato and Webb 2003: 21; see also Hay, Chapter 11 in 
this volume). Accordingly, it can be argued that un- 
derstanding the social or discursive construction of 
economic globalization is just as—some would say, 
more—important as identifying underlying causal 
patterns in the empirical data. 

Structural theories of economic globalization can 
be distinguished in respect of how far they privilege 
domestic or global structures. Those that emphasize 
the primacy of domestic structures locate the sources 
of economic globalization in the nature and dynam- 
ics of modern societies. Since the nineteenth-century 
French philosopher Claude Saint-Simon wrote of the 
universalizing logic of industrial societies, the primacy 
of technology as the motor of globalization has fig- 
ured prominently in the political economy literature. 
‘This thesis is to be found, in the more nuanced and less 
deterministic formulations of Ohmae (1990), Strange 
(19985), Rosecrance (1999), and Garrett (2000a), among, 
others. 

‘Technology is privileged in such explanations, not 
simply because it has shrunk the globe, but also be- 
cause itis often conceived as the principal dynamic of 
social change in advanced societies. Just as the techno- 
logical revolution of industrialism transformed Euro- 
pean agricultural societies, so today the information 
revolution is transforming the nature of production 
and social organization. In this ‘virtualization’ process, 
toborrow Rosecrance’s (1999) label, borders no longer 
define the boundaries of national economic space, 
while distance becomes a less significant or costly bar- 
rier, although not entirely irrelevant, to the organiza- 
tion of production and economic activity. Moreover, 
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this technological revolution enables firms and na- 
tional economies, irrespective almost of geographic 
location, to exploit their comparative economic ad- 
vantage and specialize further in the production and 
trading of those goods and services at which they are 
most efficient. Technological change, in other words, 
brings in its wake both economic and political change 
in the form of globalized markets and the liberaliza- 
tion of economies. Since continual technological in- 
novation is a structural (recursive) feature of modern 
(and modernizing) societies, then economic globali- 
zation, notwithstanding its cyclical fluctuations, is an 
inevitable feature of the contemporary global political 
economy. 

‘That technology is a necessary requirement of eco- 
nomic globalization is not doubted, but for Marxist 
theorists (historical materialists) it is by no means a 
sufficient explanation. It is the capitalist form of the 
economy that is the crucial explanatory factor, not 
technology, which is subservient to the dynamics of 
capitalist accumulation and competition. Wood (2003: 
14-15) summarizes this argument well: ‘Capitalism 
«+. is driven by certain systemic imperatives, the im- 
peratives of competition, profit-maximization and ac- 
cumulation ... globalization is their result rather than 
their cause.’ The sources of globalization are there- 
fore located in the necessary requirement of capital- 
ism constantly to acquire new markets and to produce 
more efficiently in order to sustain levels of profitabil- 
ity and reproduce itself. Cultivating global markets 
and producing abroad to maximize profits and corpo- 
rate efficiency are the consequence of the structural 
imperatives and contradictions of capitalist econo- 
mies rather than technological innovation per se. 

Moreover, these expansionary tendenciesare shaped 
by intensifying economic competition and the result- 
ing concentration of economic power in huge national 
and transnational corporations that can readily exploit 
new technologies and economies of scale to produce 
more efficiently and compete more effectively, both at 
home and abroad. Liberalization and the rolling back 
of the state, reinforced by the disciplines of global in- 
stitutions such as the WTO and IMF, are conceived 
ultimately as responses to these developments rather 
than their author. Such accounts do not deny the im- 
portance of political agency or the strategic action of 
states and other social forces, but, rather, assert that in 
the very last event these are of only partial relevance 
in explaining economic globalization (though they are 
highly relevant to understanding the particular form 


it takes; for example, empire in the nineteenth century 
versus corporate globalization in the twentieth). 

In so far as the main engines of capitalist globaliza- 
tion are located in a small number of OECD econo- 
mies, there is some disagreement as to whether the 
contemporary period is best described as a renewed 
phase of capitalist imperialism, a distinctly new form 
of globalized capitalism system, ora historically novel, 
global capitalist empire (Hardt and Negri 2000; Callin- 
‘icos 2003; Gill 2003; Wood 2003). Irrespective of how 
itis characterized, the principal logic of contemporary 
economic globalization is located, in Marxist theory, 
firmly with the imperatives of capitalist development. 

Beyond these domestic-level explanations, other 
structural theories give priority to international or 
global system-level structures, Within all the major 
schools of theory in global political economy—real- 
ist, liberal, and Marxist—frequent emphasis is placed 
on the role of hegemony—or the dominance or pre- 
eminence of a single power or superpower—in creat- 
ing and maintaining the conditions for an open world 
economy, and so economic globalization. In effect, the 
hierarchical structure of power relations in the global 
political economy creates the necessary conditions for 
economic globalization. Despite their otherwise radi- 
cally different theoretical positions, Gilpin, Ikenberry, 
and Wallerstein all assert that hegemony is an essen- 
tial condition for the development and perpetuation 
of a globalizing world economy (Wallerstein 1983; 
Gilpin 1987; Ikenberry 2001). Without a hegemonic 
power capable of establishing a stable and managed 
world order, through both persuasion and coercion, 
economic globalization would be little more than 
an ideal. It is hegemony that makes an open world 
economy possible. That said, it is also an essential pre- 
condition of economic globalization that the hegem- 
‘onic power is a liberal-capitalist power and thus has 
‘a material interest in creating and sustaining a liberal 
world economic order as opposed to a world empire. 
In this respect, hegemonic theory is entirely compat- 
ible with domestic-level structural accounts, which 
consider economic globalization as a consequence of 
the imperatives of capitalist accumulation and mar- 
ket forces. However, to the extent that the hegemonic 
power becomes predatory or unilateralist, the neces- 
sary conditions for economic globalization will be 
eroded. While in contrast, the relative decline of the 
hegemon, as Keohane (1984) suggests, may have little 
impact, to the extent that globalization becomes insti- 
tutionally embedded. 


Whereas structural theories explain economic glo- 
balization as a path-dependent outcome of systemic— 
whether domestic or international—imperatives, by 
contrast conjunctural accounts are rooted in a more 
context-dependent analysis. This is not to suggest that 
structural forces or tendencies are ignored—on the 
contrary, they form the context of any historical anal- 
ysis—but, rather, they are combined with a greater 
attention to the unique configuration of political, so- 
cial, national, and global conditions that precipitated 
contemporary economic globalization. There is also 
a greater recognition of the role of strategic action 
by governments or other key agencies, and the in- 
teraction between social forces, political institutions, 
and ideas in advancing or constraining processes of 
global economic integration. Rather than an inevita- 
bility, economic globalization is understood as being 
‘rooted in history and shaped by particular political, 
social and cultural conditions ... a conjunctural corre- 
lation of forces that are subject to reversal’ (Petras and 
Veltmeyer 2001: 46). Among the most comprehensive 
studies in this context is Castells’s three-volume study 
of the rise of “global informational capitalism’ (Cas- 
tells 1996, 1997, 1998), 

Castells sets out to explain the most recent phase of 
economic globalization, which he dates to the 1980s, 
rather than to produce a generalizable account of eco- 
nomic globalization per se. Castells identifies the prin- 
cipal sources of this new belle époque in the profound 
restructuring of the major capitalist economies, itself 
a response to the economic and political crises of the 
1970s (Castells 2000). This period was characterized 
by historic shifts in the technological, economic, and 
political spheres that, while insufficient in themselves 
to forge a new epoch of globalization, in conjunction 
they provided the vital conditions in which it could 
flourish. Just as two atoms of hydrogen combine 
with one atom of oxygen to produce a new substance 
called water, so, by analogy, the specific configura- 
tion and conjunction of developments in these three 
spheres—technics, economics, and politics—gave rise 
to the current epoch of globalization. In other words, 
globalization emerged out of—in more technical lan- 
guage, is an emergent property of—the particular 
confluence of historical conditions in the technologi- 
cal, economic, and political domains (Sayer 2000: 12). 
‘What, then, were these significant developments? 

According to Castells, they were, respectively: the 
information technology revolution; capitalist restruc- 
turing; and the political hegemony of the neo-liberal 
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project (Castells 2000: prologue). Tracing these devel- 
‘opments to the dissipation, in the 1970s, of the post- 
war system of managed capitalism, Castells identifies 
in the informatics revolution of the 1980s a new pro- 
duction paradigm that facilitated a process of global 
economic restructuring. Overseas manufacturing 
production became more technically feasible as well 
as economically necessary. Production began shifting 
abroad while the major economies became increas- 
ingly service-based (post-industrial) or, in Castells’s 
language, ‘informational’ 

This deindustrialization in the core economies was 
accompanied by industrialization in its hinterlands. 
However, as Castells angues, this: 


GG Restructuring of business firms, and the new 
information technologies, while being at the source of 
globalizing trends, could not have evolved, by themselves, 
toward a networked global economy without policies of 
de-regulation, privatization, and the liberalization of trade 
and investment. 99 


(2000: 147) 


Politics—but, more specifically, the advocacy and 
implementation of neo-liberal (market-enhancing) 
ideas, policies, and institutional (both national and 
global) reforms—played a significant role in this pro- 
cess to the extent that he angues that: “The decisive 
agents in setting up a new global economy were gov- 
ernments, and, in particular, the governments of the 
wealthiest countries, the G7, and their ancillary insti- 
tutions’ (Castells 2000: 137). The advance of this politi- 
cal project was also greatly assisted by the collapse of 
communism and thus any feasible political alternative 
to the capitalist model of development. For Castells, 
the emergence of a historically unique ‘global infor- 
‘mational capitalism’ that has ‘the institutional, organi- 
zational, and technological capacity to work as a unit 
in real time, or in chosen time, on a planetary scale’, 
can be traced to the specific historical conjuncture of 
technological, economic, and political circumstances 
of the 1980s (2000: 104). 

Castells's analysis of globalization is among the 
most comprehensive and sophisticated. However, as 
with other conjunctural accounts (Scholte 2000; Gill 
2003), it is vulnerable to the criticism that in advo- 
cating an essentially multi-causal account, it simply 
avoids specifying a coherent or convincing causal 
mechanism. In simpler language, since almost every 
key factor is regarded as a cause of globalization, by 
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definition, nothing in particular can be said to be its 
specific cause. To critics, conjunctural accounts do not 
so much explain—that is, identify a causal mechanism 
‘or mechanisms—so much as provide a rich descrip- 
tion of economic globalization. 

‘This judgement isa little harsh because it presumes 
a strongly scientific or positivistic model of causation 
identified with some determinate causal mechanism, 
By contrast, historical or interpretative models of 
causation readily acknowledge such causal complex- 
ity (McCullagh 1998; Sayer 2000; Benton and Craib 
2001). Nevertheless, a more fundamental problem is 
that conjunctural analyses fail to accept, although they 
imply, the essential indeterminacy or contingency of 
complex social phenomena, such as globalization, 
and thus cannot really claim adequately to explain it 
(Wendt 1998). 

Economic globalization refers, both to a process 
of growing material interconnectedness, as well as to 
the ‘idea’ or consciousness of that process. Obviously, 
the two are interrelated but in quite complex ways. 
Social constructivist analyses are far more interested 
in the idea of economic globalization, and why it has 
become such a pervasive discourse or way of talking 
and theorizing about the world economy. Although 
they do not discount the relevance of globalization’s 
material manifestations—in terms of flows of trade 
and investment—social constructivists are far more 
interested in its ideational or discursive construction. 
In this respect, they argue, to paraphrase A. Wendt, 
that globalization is what states and others make of it, 
rather than a preordained or objective condition, and 
as such is a largely contingent phenomenon (Wendt 
1992). 

Rather than seeking to identify the causal mecha- 
nisms that generate globalization, constructivists seck 
to explore how widely shared ideas or discourses of 
economic globalization are constitutive of—that is, 
make real or give intersubjective meaning to—the 
very process itself for example, the popular discourse 
or idea of globalization as an inevitable or irresistible 
juggernaut of social change (see Box 10.4). In simple 
terms, there can be no economic globalization with- 
out the idea or discourse of economic globalization. 
‘This is not to argue that globalization is simply a prod- 
uct of the collective imagination. On the contrary, itis 
largely to acknowledge that in naming or identifying 
these material trends in the world economy as a pro- 
cess of ‘economic globalization’, that very process be- 
comes socially or discursively constructed and is thus 


Causal and Constitutive Theory 

|. Causal theories refer to explanations that identily specific 
‘or general causal mechanisms which can be said to be 
both necessary and/or sufficient to produce the social 
effects or social phenomenon that are the object of 
aahsis. 

2. Constitutive theories refer to explanations that 
demonstrate how ideas, values, and beliefs or discourses 
about the world construct ‘reality’ thereby constituting, in 
part. the very social phenomenon under investigation. 

3, An intense debate exists as to whether causal and 
constitutive theories are different or similar kinds of 
‘explanations and, thus, whether in effect reasons (ideas) 
tan be considered, in the strictest sense, to be causes. 











given intersubjective meaning. Social constructivism, 
therefore, has an important bearing upon how globali- 
zation is interpreted and understood, both within the 
academy and beyond. Accordingly, to make sense of 
globalization, itis first necessary to deconstruct or un- 
pack the dominant ideas or discourses that inform how 
it is generally interpreted or conceived, and the extent 
to which such ideas or discourses reflect or alternatively 
misconstrue contemporary world economic trends. 
As Petras and Veltmeyer (2001: 11) observe, ‘Glo- 
balization is both a description and a prescription, 
and as such, it serves as both an explanation ... and 
an ideology that currently dominates thinking, poli- 
cymaking and political practice.’ Those studies that 
have drawn on the insights of this kind of social con- 
structivist methodology generally tend to conclude 
that the genesis and diffusion of the ‘idea of economic 
globalization’ is more important to understanding 
and explaining the contemporary economic condi- 
tion than is a rigorous assessment of the actual em- 
pirical trends (Hay and Watson 1998; Rosamond 2001; 
Schmidt 2002; Hay, Chapter 11 in this volume). For 
the constructivists, the evidence is less important than 
the fact that to the extent that states, social forces, and 
international agencies perceive and understand the 
world principally within the discourse of globaliza- 
tion, they reproduce and perpetuate itto a large extent 
irrespective of what the empirical evidence discloses. 
‘There are also very good reasons why they do so, and 
in this context political interest and motivations— 
the power of political agency—becomes of critical 


importance. Irrespective of the objective existence of 
globalization, it is incontrovertible that the idea of eco- 
nomic globalization plays a crucial role in coordinating, 
communicating, and legitimating a range of diverse 
political projects, from the politics of anti-globalization 
movements to the politics of the Neoliberals to the na- 
tionalist right (Schmidt 2002). Economic globalization, 
in such accounts, is therefore distinguished by its es- 
sential contingency more so than its inevitability. It is as 
much, if not more of, an ideational, rather than material, 
phenomenon. As such, itis not so much determined by 
collective ideas but rather constituted by, and through, 
them, with significant consequences for the politics of 
globalization (see Hay, Chapter 11 in this volume). 


Making sense of the logics of 
economic globalization 


How are these different accounts of the causes of 
economic globalization to be reconciled? Do these 
distinctive types of theory offer competing or com- 
plementary explanations? Is a ‘grand theory’ of eco- 
nomic globalization attainable? Such questions flow 
naturally from an examination of the theoretical plu- 
ralism that is the hallmark of global political economy. 
If there is no singular theory of globalization this is 
partly, but not exclusively, a consequence of the fact 
that there is no universally accepted set of criteria—or 
epistemology—against which the validity of theories 
of global political economy can be judged. This does 
not mean that rational judgements cannot be made as. 
to which theories present a more or less convincing 
account of globalization, but simply that such judge- 
ments cannot in any meaningful sense establish their 
‘truth'—or its true causes. Quite simply, the problem 
is that, as within the social sciences more general 
an appeal to the evidence or the ‘facts’ of globaliza- 
tion largely proves inconclusive, since the ‘facts’ are 
often compatible with competing theories. That is, 
theories are underdetermined. Thus, for example, 
the evidence discussed in the first part of this chapter 
supports theories that identify both technology and 
politics as the principal cause of globalization. Ac- 
cordingly, rather than seeking the unattainable grail 
of objective truth, a more productive approach may 
be to explore whether or how these three distinctive 
types of theory might be conjoined and so contribute 
to a more comprehensive understanding and expla- 
nation of the logics of economic globalization (see 
Table 10.2). 
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In a very interesting article, Eric Helleiner (1997) 
seeks to realize precisely that goal. Drawing on the 
scholarship of Fernand Braudel, a renowned social 
historian, Helleiner concludes that to understand and 
explain economic globalization as a historical and so- 
ial process, itis necessary to adopt and combine dif- 
ferent temporal perspectives. These distinct temporal 
perspectives reflect the different pace of historical 
time: from the longue durée of centuries over which 
change can appear to have a glacial momentum, 
shaped as it is by deeper social structures and recur- 
rent patterns of socioeconomic organization, through 
the epochal, or conjunctural in which the pattern of 
socioeconomic change over several decades seems to 
prefigure the emergence of a new era or social forma- 
tion, to l’histoire événementielle, or contemporaneous, 
in which social agents—from individuals to govern- 
‘ments—are daily engaged in reacting to, or in secking 
to shape, events and circumstances as they perceive 
and interpret them. As Helleiner (1997: 95) suggests, 
these ‘three temporal perspectives are useful not just 
in describing economic globalization, but also in un- 
derstanding and explaining it’. 

A direct correspondence may be observed between 
these temporal perspectives and the three types of 
theory elaborated in the preceding section: the longue 
durée is associated with structural accounts; the ep- 
ochal with the conjunctural; and the contemporane- 
ous with constructivism. 

As Gilpin (2001: 364) observes, ‘globalization has 
been taking place for centuries’, Understood as a pro- 
cess of secular historical development, economic glo- 
balization might therefore best be explained through 
the medium of structural theories that locate its 
causes in the dynamics of enduring systems or recur- 
rent patterns of socioeconomic organization. Thus, 
economic globalization can be understood as an in- 
trinsic feature of the modern age: of modern societies 
and the modern international state system or, to use 
a grand term, modernity. Conceived from a temporal 
vantage point of the longue durée, economic globaliza- 
tion appears as a chronic or persistent—although by 
no means linear—historical trend that, as Helleiner 
(1997: 95) comments, ‘also makes it seem an almost 
irreversible one’. To understand and explain economic 
globalization therefore requires some account of the 
deeply embedded structures of the global political 
economy—capitalism, industrialism, hegemony, and 
so on—which are its underlying drivers. At one level, 
such accounts are essential, since, while they cannot 
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| Table 10.2 Economic globalization summary: types of theories and forms of explanation 
Principal methodological focus Causal Focus Indicative account 
mechanisms of globalization 
Structural Focus on organizing principles Tends towards Whyand How — Ohmae (1990)/ 
‘of domestic and international (economic, questions Rosecrance (1999)— 
systems technological, technics primary causal 
or politcal) logic 
determinism 
Holistic analysis Emphasis on Emphasis on ‘Woods (2003)— 
dmamics or laws’ of the socal inevitability, imperatives of 
totality irresistible forces capitalism 
Path-dependent Gilpin (1987)/ 
‘outcomes Wallerstein (1983)— 
politcal imperatives 
‘of hegemony-— 
globalization as 
‘Americanization 
Conjunctural Unique configuration of Emphasis on How,When Castells (1996, 1997, 
social forces and historical tendencies and and What 1998, 2000)—global 
Grcumstances Political decisions conditional factors. form informational 
and forces Confluence ‘capitalism product 
of events and of conjuncture of 
Grcumstances technics, economics, 
Emergent and political 
Properties developments in 
1980s 
Constructivist Role of ideas crucial in shaping Constitutive When and Schmitt (2002)—how 
how agents view and act rather than casual What form the discourse of 
‘on the world Discourse of explanation— lobalization came 
slobalzation—globe tak— sobalzation is to play the crucial 
constructs the way the worlds made real through role in coordinating, 
understood and acted on by social discourse Emphasis. ‘communicating, and 
agents Discourse of economic ‘onmativations, legitimating European 
‘lobalzation constitutes it rather interests, ideas and Bovernment economic 
than simply mirrors it political agency strategies in the 1990s 








explain its specific historical features or rhythms, they 
do offer insights into why economic globalization has 
been a recurring feature of the global political econ- 
omy for many centuries. 

In contrast, particular historical epochs of intensi- 
fying global economic integration, like that of today, 
are better explained by conjunctural theories. Such 
theories seek principally to account for the cyclical 
and historical rhythms of economic globalization: 
how and why it accelerates or contracts at different 
historical moments, and the specific configuration it 


takes—from empire to global markets. In doing so, 
such accounts emphasize discontinuity, rather than 
continuity (as in structural accounts) with the past. 
Thus, the entire debate about whether contempo- 
rary globalization is unprecedented by comparison 
with the belle époque is indicative of an epochal or 
conjunctural perspective. Understood from such a 
perspective, the origins of contemporary economic 
globalization are to be located in a particular conjune- 
ture of factors and forces within a specific historical 
context. This provides a different frame of reference 


from the structural, as it suggests that economic glo- 
balization is ‘also a clearly reversible process’ because 
the conjuncture of forces that hold it together at any 
given moment may (or will) eventually dissipate (Hel- 
einer 1997: 95), Conjunctural accounts thereby com- 
plement structural theories because they provide an 
explanation of globalization’s episodic and discon- 
tinuous evolutionary pattern, offering specific insights 
into what drives it forward (or backwards) at particular 
moments in history. 

Finally, from a contemporaneous perspective, Hel- 
leiner notes that economic globalization ‘often ap- 
pears as a political weapon used and promoted by 
certain groups’ as ‘a project in which the local is in- 
creasingly “globalized” ... in an active and deliberate 
way’ (Helleiner 1997: 96). Constructivist explanations 
that emphasize motivations, strategic actions, and 
the political struggles over globalization offer signifi- 
cant insights into its contemporaneity. Such accounts 
complement both structural and conjunctural theo- 
ries because they can explain how and why economic 
globalization comes to be constructed through the 
multiplicity of actions of, and interactions between, 
individual and collective (political and economic) 
subjects or agents, from consumers to corporations, 
and protestors to politicians. From this contempora- 
neous perspective, economic globalization appears 
decidedly contingent or fluid. Constructivism privi- 
leges the explanation of the motives, interests, ideas, 
and institutions that are constitutive of such action. 
In providing this, constructivist theories of economic 
globalization—which emphasize its essential contin- 
gency—function to correct those marked tendencies 
in structural and conjunctural accounts that play down 
the significance of social agency—ideas, motivations, 
and choices. In doing so, the former very much com- 
plements the latter. 

For much the same reason that economic globali- 
zation is considered causally complex, necessitating 
a multi-causal analysis, so, too, following Helleiner 
(1997: 102), must it also be conceived as a ‘layered’ his- 
torical process; that is, ‘taking place at several differ- 
ent historical speeds’. Accordingly, understanding and 
explaining the current phase of economic globaliza- 
tion requires a causal analysis that is not only sensi- 
tive to its multiple logics—technics, economics, and 
politics—but also to its multiple speeds—the longue 
durée, epochal, and contemporaneous. No single the- 
ory, or account, of economic globalization meets, or 
is ever likely to meet, such demanding requirements 
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(Rosenberg 2000). This should not induce academic 
despondency, because, as has been argued, by draw- 
ing on philosophically compatible structural, conjunc- 
tural, and constructivist accounts a more systematic 
and layered analysis of economic globalization is en- 
tirely feasible, even if this falls short of the explanatory 
properties of an ideal globalization theory. 


KEY POINTS 


+ Economic globalization is conceived as having three logics: 
technics, economics, and politics. 

+ There are three main types of theary associated with 
‘economic globalization: structural, conjunctural, and 
constructivist. 

+ These can be distinguished in terms of their distinctive 
‘causal terms: imperatives, tendencies, and contingency. 

+ Understanding globalization as a historical process 
involves examining it in terms of three speeds of 
‘social change: the longue durée, the epochal, and the 
‘contemporaneous. 

*+ The three theories of globalization correspond with each 
of these three speeds, explaining economic globalization 
froma different temporal perspective, 

+ The three theories of economic globalization are 
therefore in principle complementary, producing a layered 
‘explanation from its structured to its contingent origins. 











The second age of globalization: 
another extraordinary episode? 


Remarking on a previous epoch of global economic 
transformation, John Maynard Keynes wrote of ‘an ex- 
traordinary episode in the economic progress of man’, 
in which ‘the internationalization of...economic and 
social life...was nearly complete’ (quoted in Grieco 
and Ikenberry 2003: 206). Many of his liberal contem- 
poraries, such as Norman Angell, associated (what 
later became known as) this belle époque (1870-1914) 
with the emergence of a new world order in which 
‘war was becoming increasingly unthinkable (McGrew 
2002). The guns of August 1914 brutally suppressed 
such liberal idealism. This first age of liberal, or more 
accurately, imperial, global economic integration has 
acquired totemic status in the current debates about 
globalization. For those of a sceptical persuasion, it is 
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the gold standard against which the many empirical 
claims concerning contemporary economic integra- 
tion can be debunked (Hirst and Thompson 1999). By 
contrast, for those persuaded that until the GFC the 
world was in the grip of the second age of globaliza- 
tion, it has become the benchmark against which to 
validate its historically unprecedented features. This 
has given rise to a voluminous literature of compara- 
tive economic history, dissecting and contrasting the 
two great ages of globalization in the search for con- 
clusive—or rather, elusive—evidence as to which can 
lay claim to being the more ‘globalized’ (see Table 
10.3). The real significance of this enterprise, however, 
is more political than historical. Because the critical 
issue is not the comparative scale of globalization so 
‘much as what the comparison discloses about the lim- 
its to, or scope for, national politics under conditions 
of global economic integration. Or, as Bordo, Eichen- 
green, and Irwin put it, ‘why globalization a century 
ago did not create the same dilemmas as now’ (Bordo 
etal, 1999), 

For Gilpin, ‘although globalization had become the 
defining feature of the international economy at the 
beginning of the twenty-first century’, the current 
world economy, in comparison with the belle époque, 
remains considerably less globalized and integrated 
(Gilpin 2001: 3). This is a view shared with other eco- 
nomic historians (for example, O'Rourke and Wil- 
liamson 1999). The implication is that, far from being 
unprecedented, economic globalization today is es- 
sentially a return to the developmental trajectory of 
the world economy inaugurated by the birth of the 
industrial age. In their study of global finance, Obst- 
feld and Taylor identify a more differentiated picture 
in which, on some measures (gross capital flows and 
stocks of foreign capital), globalization is consider- 
ably greater today; on others it has converged with 
pre-1914 levels (interest rate differentials, national 
savings, and investment correlations); and on yet oth- 
ers still it is below that of the pre-1914 era (flows of 
capital to the South and net capital flows) (Obstfeld 
and Taylor 2004). In contrast, for O'Rourke and 
Williamson (1999) and Gilpin (2002), among others, 
the world economy still has some way to go in order 
to achieve the comprehensive levels of global capital, 
trade, commodity, and labour market integration of 
the pre-1914 era (O'Rourke and Williamson 1999; 
Gilpin 2002). As O'Rourke and Williamson (1999: 2, 
14) emphasize: 


66 by so1g, there was hardly a village or town anywhere 
‘on the globe whose prices were not influenced by distant 
foreign markets, whose infrastructure was not financed 
by foreign capital, whose engineering, manufacturing, 
and even business skills were not imported from abroad, 
‘or whose labour markets were not influenced by the 
absence of those who had emigrated or by the presence 
‘of strangers who had immigrated. [And] involved the 
most extensive wage and living standard convergence the 
Atlantic economy has ever seen. 99) 


Indeed, Hoogyelt argues that globalization has in- 
volved the implosion of global economic activity as it 
has become increasingly concentrated in the OECD 
and a handful of NIEs by comparison with the age of 
empire (Hoogyelt 2001). The implication isthat the sig- 
nificance of the second age of economic globalization 
is considerably exaggerated and thus its consequences 
have been significantly overstated, particularly with 
respect to national politics and the continuing cen- 
trality of state power to the proper functioning of 
the world economy (Hirst and Thompson 1999; see 
also Hay, Chapter 11 in this volume). This, in some 
respects, has become the orthodox view. 

As many economic historians acknowledge, how- 
ever, whether this second age of economic globaliza- 
tion is more intensive than the belle époque cannot be 
determined definitively (Obstfeld and Taylor 2003). A 
number of economic historians suggest that, on most 
measures, recent levels of global economic integra- 
tion are comparable with, if not more so, the period 
of the belle époque (Geyer and Bright 1995; Bordo 
et al. 1999; Lindert and Williamson 2001; Maddison 
2001; Taylor 2002; Findlay and O'Rourke 2007) (see 
Table 10.3). As Bordo et al. conclude, ‘the globaliza- 
tion of commodity and financial markets is histori- 
cally unprecedented’ (1999: 56). In particular, while 
financial integration ‘measured in terms of net flows 
as a percentage of GDP is quite similar in the post- 
1975 and pre-1914 periods, gross flows are greater 
today’, while the correlation between domestic sav- 
ings and investment (the Feldstein-Horioka puzzle) is 
now at ‘the levels of the pre-1914 period’ (Bordo et al. 
1998: 17, 3). By comparison, as Findlay and O'Rourke 
observe, by the end of the twentieth century, ‘the 
ratio of world trade to GDP was higher than ever 
before in history’ (Findlay and O'Rourke 2007: 525). 
Table 10.3 identifies some of the comparative fea- 
tures of the different historical ages of globalization. 
It broadly confirms what Dowrick and DeLong, two 
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Table 10.3 Epachal shifts in globalization since 1820 

Epoch Intercontinental commodity market Migration and world labour markets Integration of world 
integration capital markets 
Change in Why they changed How migrant. © Why they What happened to 
price gaps shares changed changed integration 
between in receiving (Feldstein-Horioka, 
Continents Countries Slope Coefficient) 

1820-1914 Price gapscut © 72% because of Migrant shares Passenger 60% progress 
by 81% cheapertransport rise transport costs from complete 

2B% because of slashed, push and segmentation 

re-1870 tariffcuts pull (immigration towards market 
policies remain integration 
neutral) 

1914-50 Gaps doublein Newtrade barriers Migrantshares Restrictive Reversion to 
width, return only fall immigration complete market 
to 1870 level policies segmentation 

1950-2000, Price gapscut 74% because of Migrantshares —Transportcosts 60% progress 

especially by 76% now policies freeing trade: rise drop, pushand from complete 

since 1970 lowerthanin 263% because of pull again (no segmentation 
1914 cheaper transport ret change in towards market 
ienmigration integration 
polices) 
Overall Price gapscut ‘18% because of trade Noclear change Policy 60% progress 
1820-2000 by 92% policies: 82% because in USmigrant restrictions, from complete 
of cheaper transport shares, butrises offsetting segmentation 
esewhere transport ‘towards market 
improvements integration 
Source: Lindert and Willarson (2003), 











leading economic historians, conclude that: ‘Itis hard 
to argue today that there is any dimension ... save that 
of mass migration in which we today are less “glo- 
balized” than our predecessors at the end of World 
‘War I (2003: 191). 

That said, the second age of economic globaliza- 
tion displays some profound qualitative differences 
from that of the pre-1914 era. Most notable are real- 
time world financial markets; the breadth and depth 
of trade and financial cross-border activity; the speed 
of economic exchange; the scale of gross economic 
flows of goods, and short-term as opposed to long- 
term capital; the institutionalization of economic re- 
lations at an inter-regional level through global and 





regional organizations, MNCs, and transnational 
regulatory bodies; and, finally, the fact that twenty- 
first-century globalization is experienced much 
more unevenly than in the belle époque (Obstfeld 
and Taylor 2004; Held and McGrew 2007). Both the 
sources and destinations of capital flows today are far 
more diversified than in the pre-1914 era, while ‘gross 
asset and liability positions were very close to net po- 
sitions before 1914, in contrast to today where most 
major industrial countries are both major creditors 
and debtors’ (Wilkins 2003; Bordo 2005: 10). In terms 
of economic structure, there are profound differences 
in relation to the global division of labour. The first 
age of globalization involved deindustrialization on 
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the periphery and industrialization at the core, while 
the second age has entailed the reverse. This second 
age of economic globalization undoubtedly displays 
many unique attributes—from the scale of short- 
term capital flows to transnational production—and 
a ‘secular trend towards increased synchronization’ 
of national business cycles, as disastrously evident in 
the GFC, Combined, these trends produce novel po- 
litical and economic dilemmas for all governments, 
but most especially democratic states. Garrett's con- 
clusion remains valid today even after the events of 
the GFC, namely that ‘global market integration is 
qualitatively different and deeper today’ (Garrett 
20004). The implications of this for the politics and 
governance of globalization is the focus of subse- 
quent chapters (especially Hay, Chapter 11 in this 
volume). 


After the crisis: a ‘third wave’ of 
economic globalization? 


How does this analysis of the distinctive features and 
underlying causes of economic globalization contrib- 
ute to an understanding of its future prospects in the 
aftermath of the GFC? From the preceding discussion, 
two related observations can be made. 

First, as previously highlighted, economic globali- 
zation appears to be much more socially and institu- 
tionally ‘embedded’ than is generally acknowledged. 
Despite the GFC, it has proved far more resilient 
than even many of its strongest advocates believed 
would be the case. This is not to argue, as is the ten- 
dency with structural theories of economic globali- 
zation, that it is either inevitable or immutable. On 
the contrary, agency and politics matter very much to 
its future trajectory. As the immediate events of the 
GEC demonstrated, politics almost everywhere was 
dominated by the requirement to stabilize the global 
political economy and to prevent a slide into global 
depression (Wolf 2014; Eichengreen 2015). This re- 
fects, in part, just how deeply embedded the second 
age of globalization had become to the functioning of 
all modern economies most especially the new rising 
economic powers. But the GFC, as noted, has been 
associated with a significant slowdown of economic 
globalization below the peak levels of 2007 although 
significantly above many earlier periods. This suggests 


that far from the demise or reversal of economic 
globalization we appear to be witnessing its ‘Great 
Moderation’. This ‘Great Moderation’ furthermore 
is associated with a significant structural shift in pat- 
terns of economic globalization as trade, capital, and 
migration flows have become increasingly shaped by 
emerging and developing economies, accelerating 
trends already apparent at the outset of the twenty 
first century. 

Second, as Castells (2000: 147) argues, economic 
globalization, in a very significant sense, has always 
been ‘politically constituted’. Politics, in other words, 
provides the ideological, institutional, and motiva- 
tional resin that binds together the powerful social 
and economic constituencies that have facilitated, pro- 
moted, and benefited from economic globalization. So 
far, the protectionist and anti-globalization backlash 
to the GFC has been contained, at least by compari- 
son with the inter-war period (Helleiner 201 4a, 2014b; 
Eichengreen 2015). While elite political support for 
globalization has not diminished markedly, never- 
theless wider public support in the West has eroded 
dramatically with economic austerity, although signifi- 
cantly the opposite appears to be the case amongst the 
new rising economic powers. Certainly the vulnerabil- 
ity of globalization has become very much more ap- 
parent in the wake of the GFC, from the widespread 
public opposition to migration not to mention grow- 
ing fears of ‘currency wars’ replacing ‘trade wars’. 
As James remarks, ‘systemic financial crises like the 
worldwide catastrophe of the 1930s cause [political] 
paradigms to shift in ways that threaten to unravel 
globalization’ (2009: 179). With the avoidance to date 
of such a global catastrophe that unravelling has so 
far not come to pass. But if catastrophe has been 
avoided it is also evident that this ‘Great Moderation’ 
has been associated with accelerating global economic 
power shifts. As a consequence, both the politics of, 
and thereby the future of economic globalization will 
be increasingly dependent on the economic fortunes 
and interests of the world’s emerging economic pow- 
ers. This is likely to prove a source of growing friction 
and instability in the global political economy com- 
pounded by the volatility arising from the rebalancing 
of the world economy as a consequence of the GFC. 
‘To interpret the present conjuncture as automatically 
prefiguring a ‘New’ or “Third Wave’ of globalization 
therefore seems decidedly premature (World Bank 
2007; Breznitz and Zysman 2013; Kelly 2014). 
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|. What are the principal causes or logis of globalization? 
Is economic globalization a product of polit or of capitalism, or both? 

“Technics makes globalization’ Discuss. 

Inwhat sense, if any. do constructivist theories provide a convincing account of the origins of economic globalization? 
‘Which is the more convincing: the globalist or the sceptical analysis of economic globalzation? 

‘Outne the globalist case, and critically evaluate it with reference to the historical evidence. 

Has the GFC contributed to the demise of economic globalization? 

How does Braudels analysis help us to understand the logics of economic globalization? 

(Critically assess the argument that economic globalization is simply a political project. 
10. ‘Economic globalization is much more limited than many realze' (Gilpin 2001). Critically as 
reference to contemporary global economic trends. 
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Reader's guide 

There is no topic more controversial in the field of global political economy than the impact of 
globalization on the accountability, autonomy, capacity, and sovereignty of the nation state; and the 
controversy has only intensified since the onset of the Global Financial Crisis. Arguably, the demo- 
cratic character of governance in contemporary societies is at stake in such debates. This chapter 
reviews the extensive controversy that surrounds such questions, focusing attention on the principal 
mechanisms in and through which globalization is seen to impact upon the nation state and the em- 
pirical evidence that might either substantiate or question the existence of such mechanisms. It pro- 
vides a detailed assessment of the case for and against the globalization thesis, examining the extent 
to which global economic integration might be seen to restrict the parameters of domestic political 
autonomy. It concludes by considering the complex and sometimes paradoxical relationship between 
globalization, democracy and the nation state. 
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Introduction 


It is getting on for 45 years since Charles Kindleberger 
boldly proclaimed that: ‘the nation state is just about 
through as an economic unit’ (1969: 207). Since then, 
we have witnessed a remarkable profusion of apocalyp- 
tic predictions of the demise of the nation state—and 
a Global Financial Crisis. In such accounts, globaliza- 
tion is invariably cast in the role of prosecutor, judge, 
jury, and executioner. Yet, despite such doom-laden 
prognoses, government expenditure continues to ac- 
count for a significant and, since the Global Financial 
Crisis, in almost all cases a rising share of gross do- 
‘mestic product (GDP), while the nation state remains 
the principal focus of political identification and the 
principal locus of political debate and contestation in 
aninterdependent world. Given this seeming paradox, 
it is perhaps not surprising that the question of the im- 
pact of globalization on the development of the state 
has become a subject of considerable interest and in- 
tense controversy. Opinions range widely. 

‘Though perhaps less influential than it once was, 
the view that globalization is in the process of, or has 
already, precipitated a terminal crisis of the nation 
state is still widespread. Others see such apocalyptic 
claims as wild and unfounded extrapolations from an- 
ecdotal evidence. Proponents of such a view, they sug- 
gest, confuse a crisis of the form of the nation state for 
a crisis of the nation state per se. Yet others see globali- 
zation as a process driven by states that has, in many 
cases, served to strengthen and certainly to increase 
the significance of state intervention for economic 
performance—a view reinforced by the crucial role 
played by states in bailing out domestic financial insti- 
tutions during the crisis (acting in effect as collective 
public goods providers of last resort). Still others ques- 
tion the role of globalization in such dynamics, sug- 
gesting either that globalization—though real—has 
little to do with the developmental trajectory of the 
nation state or that the claim that we have witnessed 
a systematic process of globalization is itself mythi- 
cal. Finally, there are those who suggest that the very 
idea of globalization as a harsh and non-negotiable 
economic constraint has itself exerted a powerful in- 
fluence in confining the political ambitions of elected 
officials to those consistent with the pervasive neo-lib- 
eral orthodoxy. Its this, rather than globalization per 
se, they suggest, that has given rise to the impression 
of a waning of the nation state's autonomy, capacity, 
and sovereignty. 





Much more than academic pride is at stake in such 
debates. For, whether or not we sce globalization as 
restricting the parameters of political choice domesti- 
cally, and whether or not we see the nation state as 
having a present or, indeed, a future will have a very 
significant bearing on the space for political autonomy 
we perceive there to be. This, in turn, has significant 
consequences for the extent to which we might le- 
gitimately hold elected officials accountable for their 
conduct in office. Given the significance of the issues 
we are dealing with, it is important to proceed with a 
certain degree of caution. 

We should perhaps be wary of accepting uncriti- 
cally, as many have, that globalization leaves states 
(and the governments which give effect to state power) 
with no alternative other than to capitulate to the de- 
mands and desires of mobile investors. For to do so, 
is effectively to deny the possibility of the democratic 
governance of economic processes in contemporary 
societies, certainly at the national level. In other words, 
there is a certain danger that in accepting over-hastily 
an influential conception of the inevitable demise of 
the nation state's capacity and autonomy, we provide a 
convenient alibi for politicians keen to justify otherwise 
unpalatable social and economic reforms by appeal to 
the harsh economic realities of a global age. Maybe our 
politicians deserve such an alibi; maybe the constraints 
of the global economy are so exacting andall-pervasive 
as to warrant the appeal to such a ‘logic of no alter- 
native'; maybe these are valid and defensible conclu- 
sions. The crucial point for now is that we cannot allow 
ourselves to accept at face value such claims without 
a detailed consideration—both theoretical and empii- 
cal—of the arguments for and against such a view. 

‘Though space does not permit a fully comprehen- 
sive exploration of the relevant issues, it is my aim in 
what follows to survey the existing literature in this 
area and, in so doing, to provide a basis for such an 
assessment. It is important to emphasize at the out- 
set, however, that there is no agreed or emerging 
consensus on globalization’s impact upon the state— 
and such debates are only further complicated by the 
recent Global Financial Crisis. Commentators are 
divided and they are likely to remain divided. As we 
shall see, this is—at least in part—due to the rather 
slippery nature of the term globalization itself, which 
has come to mean a range of rather different things to 
a range of different analysts. 

‘The chapter proceeds in four sections. In the first of 
these, I seek to establish a few necessary preliminaries, 


distinguishing in particular between the politics of 
globalization and the globalization of politics. In the 
second, I identify the principal mechanisms in and 
through which globalization is seen to impact upon 
the nation state before turning, in the third, to the 
empirical evidence which might either substantiate 
or question the existence of such mechanisms. In the 
final section, and by way of a conclusion, I consider 
the complex and sometimes paradoxical relationship 
between globalization, democracy, and the nation 
state, looking both at the impact of globalization on 
states and the state's impact on globalization. 


The globalization of politics and the 
politics of globalization 


It is crucial at the outset that we distinguish between 
the globalization of politics and the politics of glo- 
balization. This is particularly important, given the 
tendency—especially prevalent among international/ 
global political economists—to talk about globaliza- 
tion as if it were a transparent, self-sustaining, and 
purely economic dynamic (on the dangers of such 
‘economism’, see also Teivainen 2002). It is a key 
contention of this chapter that globalization is not a 
tendency that is furthered or, indeed, countered in the 
absence of political actors. As such, it has a politics that 
must be a central ingredient of any adequate account 
of its development. 

By the globalization of politics, I refer to the displace- 
ment of political capacities and responsibilities from 
the national and/or regional levels to the genuinely 
global level, through the development of institutions 
of global governance. 

By the politics of globalization, I refer to the politics 
of the process of globalization itself, to the political 
drivers of globalization and to the consequences of 
such a process for political conflict, practice, and the 
distribution of political responsibility. 

Whether, and to what extent, we observe a globali- 
zation of politics is a matter of empirical judgement. 
Itis likely to relate, among other things, to our evalua- 
tion of the extent and significance of genuinely global 
institutions of governance, the relative significance 
of regional institutions, and the degree to which the 
emergence of global institutions might be seen to 
give rise to a politics independent of and irreducible 
to that between discrete nation states or regions. Yet, 
whatever specific judgement we reach—and, again, 
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opinion varies considerably (compare, for instance, 
Buzan, Held, and McGrew 1998; Krasner 1999; Ar- 
chibugi 2003)—we must acknowledge that if globali- 
zation exists at all, and even if it is confined exclusively 
to the economic and cultural spheres, it has a politics. 
While we may well deny the globalization of politics, 
then, unless we deny globalization itself we cannot 
deny the politics of globalization. It is with the latter 
that this chapter is principally concerned. 

More specifically, I shall focus on three analytically 
separable, but nonetheless interconnected, dimen- 
sions of the politics of globalization: 


1, The implications and consequences of 
globalization (whether economic, political, or 
cultural) for the capacity and autonomy of the 
nation state. 


2. The interpretation of the opportunities and 
constraints associated with globalization and the 
consequent appeal made, in political contexts, to 
the language of globalization (often, as we shall 
see, to justify social and economic reforms). 


. The role of political actors, particularly state 
actors, in the political ‘authoring’ of globalization 
and the processes which either sustain or impede 
its development. 


‘The first of these might be seen as the structural di- 
mension, relating as it does to the constraints and op- 
portunities of the external environment for domestic 
political actors. The second relates to the ideational 
dimension and, more specifically, to the way in which 
political actors understand the constraints and op- 
portunities that the external environment presents to 
them. The third relates to the intentional, strategic, or 
agential dimension—to the role of political actors in 
the creation and recreation of the very external en- 
vironment in which they find themselves. Together, 
they suggest an approach to the question of the im- 
pact of globalization on the state and the state's im- 
pact on globalization in which political actors are 
always present, in which the ideas they hold about 
their environment shapes their political conduct, 
and in which they are never unburdened of the con- 
straints (and opportunities) of the environment they 
have created (for a further elaboration, see Hay 2002b: 
253-60). 

Such a perspective is applied, in the pages that fol- 
low, to a series of more substantive issues and contro- 
versies. These might together be taken to comprise an 
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The Politics of Globalization: 
Key Controversies 


‘+ The extent to which globalization might be seen to cminish the 
autonomy and ‘perforate’ the sovereignty ofthe nation state 
(on ‘perforated sovereignty’ see Duchacek 1990, Jessop 2002). 

‘+The extent to which globalization might be seen to establish 
powerful tendencies towards global politcal convergence 
and homogenization. 

‘+ The extent to which itis right to identify a globalization of 
politcal problems—the proliferation of issues that require a 
response in the form of concerted global action. 


‘+The extent to which we can point to a parallel globalization 
of political solutions and the corresponding emergence 
‘of more or less dedicated institutions, mechanisms, and 
Processes of global govemance. 
*+ The extent to which we can identify the global diffusion of, 
‘best practice’ policy solutions (or potential soktions) and 
‘or policy models in the form of the transfer of ideas about 
|g0od' practice between nations (Whether by choice or 
imposition). 
‘The extent to which globalization might be seen to promote 
the development of a global polity or cosmopols capable of 
transcending the state (see eg. Zolo 1997; Archibugj 2003), 





agenda for a consideration of the politics of globaliza- 
tion (see Box 11.1). 

Each set of issues, as we shall see, reveals a sepa- 
rate and distinct politics of globalization. By drawing 
attention to the multifaceted politics of globalization 
in this way, my aim is to contribute to the attempt 
to restore political (and one might hope democratic) 
scrutiny and accountability to processes more conven- 
tionally seen as economic and inexorable—and, con- 
sequently, as not subject to political deliberation (see, 
more generally, Hay 20024). 


‘+ The impact of globalization on the autonomy, capacity, and 
sovereignty of the nation state is much disputed. 

+ Itis important to distinguish between the poltcs of 
slobalzation (the political drivers of the process of 
‘obalzation) and the globalization of politics (the 
displacement of political responsibilities and capacities 
from the level of the nation state through the emergence 
of institutions and processes of global governance). 
Globalization has a poltcs, whether or nat politics has 
become globalized. 

+ Itis equally important to distinguish between and to 
acknowledge the structural, ideational, and strategic 
cimensions of the process of globalization The first 
Of these relates to the constraints and opportunities 
presented by globalization: the second to the way in 
‘which those structural factors are understood: the third 
+o the role of political actors is ‘authoring’ the process of 
slobalization itself 











Globalization and the crisis 
of the nation state 


If we are to assess the impact (if any) of globalization 
on the viability of the nation state, we must first iden- 
tify the principal mechanisms in and through which 
globalization is held, in conventional accounts, to limit 
the capacity, autonomy, and sovereignty of the nation 
state, Before doing so, however, it is pethaps impor- 
tant to emphasize that most strong variants of the 
globalization thesis—which present the nation state 
as a casualty of globalization—tend to do so without 
pointing directly or explicitly to the mechanism or 
mechanisms involved (see, for instance, Ohmae 1990, 
1995; Reich 1992). At best, it seems, they treat the ex- 
istence of such mechanisms as self-evident. What we 
tend to see, instead, is what Andreas Busch (2000: 34) 
refers to as ‘casual empiricism’—the anecdotal appeal 
to, and extrapolation from, single pieces of evidence 
that appear to confirm the general tenor of the argu- 
ment being advanced. 

At times, however, casual empiricism gives way 
to ‘casual theoreticism’. Here, tangential reference is 
made to the increased bargaining power and/or mo- 
bility of capital in an era of globalization. In so doing, 
“hyperglobalists’ appeal, whether they are aware of it 
or not, to mechanisms derived from neoclassical open 
economy macroeconomic models (for reviews of 
the relevant literature, see Obstfeld and Rogoff 1996; 
Rodseth 2000; Ugur 2001). This is an important point 
and gives a first clue as to the character of the hyper- 
globalization thesis. For it serves to indicate that, for 
such authors, it is economic globalization that is the 


principal factor limiting the capacity and autonomy of 
the state in the contemporary contest. In short, eco- 
nomic globalization gives mobile international inves- 
tors the upper hand over domestic political authorities. 
Without going into any technical detail, it is useful 
to examine further such open economic macroeco- 
nomics models. In particular, itis important that we: 


1, Establish the assumptions on which such models 
are predicated. 

2. Assess the plausibility of such assumptions, 

3. Consider the sensitivity of the conclusions derived 
from such assumptions (for the viability or 
otherwise of the nation state) to modifications in 
the initial premises from which they are derived. 


The hyperglobalization thesis 


Arguably, the key factor determining the inevitability 
of state retrenchment for hyperglobalists is the height- 
ened mobility of capital. The logic to which they ap- 
peal is, in fact, very similar to that elaborated by Adam 
Smith in 1776: 


66 The ... proprietor of stock s property a citizen of the 
world, and is not necessarily attached to any particular 
country. He would be apt to abandon the country in 
which he is exposed to a vexatious inquisition, in order 
to be assessed a burdensome tax, and would remove his 
stock to some country where he could either carry on his 
business or enjoy his fortune at his ease. A tax that tended 
to drive away stock from a particular country would so 
far tend to dry up every source of revenue, both to the 
sovereign and to the society. Not only the profits of stock, 
but also the rent of land and the wages of labour, would 
necessarily be more or less diminished by its removal. 9 


(1776/1976: 848-9, cited in Swank 2002: 245) 


Updated and restated in more familiar terms, the ar- 
gument goes something like this. In closed national 
economies, such as those that (supposedly) charac- 
terized the early post-war period, capital is essentially 





option. In such an environment, governments can 
impose punitive taxation regimes upon unwilling and 
relatively impotent national capitals with little cost to 
the domestic economy (save, except, for the tendency 
for capitalists to hoard rather than to reinvest their 
profits). With open economy conditions, such as are 
conventionally held to characterize the contemporary 
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era, this is no longer the case. Capital may now exit 
from national economic environments at minimal 
cost (indeed, in most neoclassical-inspired models, at 
zero cost). 

Accordingly, by playing off the regulatory regimes 
of different economies against one another, capital 
can ensure for itself the highest rate of return on itsin- 
vestment. Ceteris paribus, capital will exit high-taxation 
regimes for low-taxation regimes, comprehensive wel- 
fare states for residual states, highly regulated labour 
markets for flexible labour markets, and economies 
characterized by strict environmental regulations 
and high union density for those characterized by 
lapse environmental standards and low union density. 
The clear prediction would be that capital will seck 
out the high-growth regimes of, for instance, newly 
industrializing economies (NIEs) (like Malaysia, for 
instance) unencumbered by a powerful environmen- 
tal lobby, burdensome welfare traditions, rigid labour 
‘market institutions, and correspondingly higher rates 
of taxation. 

‘The process pits national economy against national 
economy, in an increasingly intense competitive strug- 
gle. States must effectively clamber over one another 
in an ever—more frenzied attempt to produce a more 
favourable investment environment for mobile (‘foot- 
loose’) foreign direct investors than their competitors. 
Yet, this is not a one-shot game—and an early influx 
of foreign direct investment (FDI) only increases the 
dependence of the state upon its continued ‘locational 
competitiveness’. If investment is to be retained in 
such an environment, states must constantly strive to 
improve the investment opportunities they can offer 
relative to their competitors. Any failure to do so can 
only precipitate a haemorthaging of invested funds, 
labour shedding and, in turn, economic crisis. A neo- 
Darwinian survival of the fittest effectively guarantees 
that states must internalize the preferences of capital, 
offering ever more attractive investment incentives, 
ever more flexible labour markets, and ever less re- 
strictive environmental regulations, if they are not 
to be emptied of investment, economic activity, and 
employment. Big government, if not perhaps the state 
itself, is rendered increasingly anachronistic—a guar- 
antor, not of the interests of citizens or even consum- 
ers, but a sure means to disinvestment and economic 
crisis. 

Little wonder, then, that the hyperglobalization 
thesis tends to predict ‘social dumping’, ‘competitive 
deregulation’, and a race to the bottom in terms of 
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social and environmental standards, a process lubri- 
cated by the ‘deregulatory arbitrage’ of footloose and 
fancy-free transnational corporations. 

The policy implications of such an account are 
painfully clear. As globalization serves to establish 
competitive selection mechanisms within the inter- 
national economy, there is litle choice but to cast all 
regulatory impediments to the efficient operation of 
the market on the bonfire of welfare institutions, reg- 
ulatory controls (for instance, of the banking sector), 
and labour market rigidities. 

Plausible, familiar, compelling, and, above all, influ- 
ential though such a logic may well appear, it serves 
tus well to isolate the assumptions on which itis predi- 
cated. For, as we shall see, it is these, rather than any 
inexorable process of globalization, which ultimately 
summon the crisis of the nation state. They are prin- 
cipally fivefold, and each can be challenged on both 
theoretical and empirical grounds (see Box 11.2). 

Each of these premises is at best dubious, at worst 
demonstrably false. Such assumptions, it should per- 
haps be noted, are not justified in neoclassical eco- 
nomics in terms of their accuracy, but because they 
are convenient and make possible abstract quasi- 
mathematical modelling. That defence, whatever one 


Core Assumptions of the 

‘Hyperglobalization’ Thesis 

‘+ That capital invests where it can secure the greatest net 
return on that investment and is possessed of perfect 
information of the means by which to do so. 

‘+ That markets for goods and services are fully integrated 
slobally and that, consequently national economies must 


‘+ That capital enjoys perfect mobility and the cost of ext” 
(Gisinvestment) is zero. 

‘+ That capital will invariably secure the greatest return on 
its investment by minimizing its labour costs in flexible 
labour markets and by relocating its productive activities 
in economies with the lowest rates of corporate taxation. 

+ That the welfare state (and the taxation receipts out 


‘of which itis funded) represents nothing other than 
lost capital to mobile asset holders and have no positive 


‘externalities for the competitiveness and productivity of 
‘the national economy. 











thinks of it, is simply not available to proponents of 
the hyperglobalization thesis whose borrowings from 
neoclassical economics rarely extend past the assump- 
tions to the algebra. 

Consider each assumption in turn. While it may 
seem entirely appropriate to attribute to capital the 
sole motive of seeking the greatest return on its in- 
vestment, the political and economic history of capital 
provides little or no support for the notion that capital 
is blessed either with complete information or even 
with a relatively clear and consistent conception of 
what its own best interest is. Moreover, as the political 
economy of the advanced capitalist democracies dem- 
onstrates well, capital has a history of resisting social 
and economic reforms which it has later come both 
to rely upon and actively to defend (see, for example, 
‘Swenson 2000). 

‘The second assumption is, again, a convenient fic- 
tion, used in neoclassical macroeconomics to make 
possible the modelling of an open economy. Few, if 
any, economists would defend the claim that markets 
for goods or services are fully integrated or clear in- 
stantly. Indeed, the degree of integration of such mar- 
kets is an empirical question and, as such, an issue to 
which we return in the next section. 

If the first two assumptions are problematic, then 
the third is demonstrably false, at least with respect to 
certain types of capital. For, however mobile portfolio 
capital may appear in a digital economy, the same is 
simply not the case for capital invested in infrastruc- 
ture, machinery, and personnel. Consider inward for- 
ign direct investment. Once attracted to a particular 
locality, foreign direct investors acquire a range of 
non-recuperable or sunk costs—such as their invest- 
‘ment in physical infrastructure, plant, and machinery. 
Consequently, their exit options become seriously de- 
pleted. While itis entirely ‘rational’ for foreign direct 
investors to proclaim loudly their mobility, exit is per- 
haps most effective asa threat. 

What this in turn suggests is that predictions of 
the haemorrhaging of invested capital from gener- 
ous welfare states are almost certainly misplaced. A 
combination of exit threats and concerns arising from 
the hyperglobalization thesis about the likelihood of 
exit may well have had an independent effect on the 
trajectory of fiscal and labour market reform. But 
there would seem no a priori reason to hold gener- 
ous welfare state and high corporate taxation burdens 
incompatible with the attraction and retention of 
foreign direct investment. As we shall see in greater 


derail in the next section, this is precisely what we 
observe from the empirical record. Not only have 
the most generous welfare states consistently proved 
the most attractive locations for inward foreign direct 
investors (Locke and Kochan 1985; Swank 2002), but 
volumes of foreign direct investment (expressed as a 
share of GDP) are, in fact, found to be positively cor- 
related with levels of corporate taxation, union den- 
sity, labour costs, and the degree of regulation of the 
labour market (Dunning 1988; Cooke and Noble 1998; 
‘Traxler and Woitech 2000; Wilensky 2002: 654-5). As 
Duane Swank notes: 


66 contrary to the claims of the international capital 
mobility thesis...the general fiscal capacity of democratic 
governments to fund a variety of levels and mixes of social 
protection and services may be relatively resilient in the 
face of internationalisation of markets. 99 


(2002: 276) 


Here, it is perhaps instructive to note that, despite a 
marked tendency for direct corporate taxation to fall 
in recent years in line with the predictions of such 
neoclassical-inspired models, the overall burden of 
taxation on firms has, in fact, remained remarkably 
constant, rising marginally since the mid 1980s (Kiser 
and Laing 2001; Steinmo 2003); it is set to do so again 
in the wake of the Global Financial Crisis. 

No less problematic, are assumptions four and 
five—that capital can only compete in a more in- 
tensely competitive environment on the basis of pro- 
ductivity gains secured through tax reductions and 
cost-shedding (through rationalization, downsizing, 
and the flexibilization of labour), and that the welfare 
state is, for business, merely a drain on profits. Such 
assumptions reflect a narrowly Anglo-US conception 
of competitiveness which may arguably prove to be 
one of the conceptual casualties of the crisis—and, as 
we shall see presently, are difficult to reconcile with 
the empirical evidence (Hay 2013). Though ever more 
influential, the hyperglobalization thesis extrapolates 
wildly and inappropriately from labour-intensive sec- 
tors of the international economy in which competi- 
tiveness is conventionally enhanced in this way, to the 
global economy more generally. It fails to appreciate 
that foreign direct investors in capital-intensive sectors 
of the international economy are attracted to loca- 
tions like the Northern European economies, neither 
for the flexibility of their labour markets nor for the 
cheapness of the wage and non-wage labour costs 
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thar they impose, but for the access they provide to 
a highly skilled, reliable, and innovative labour force 
High wages and high non-wage labour costs (in the 
form of payroll taxes) would seem to be a price many 
multinational corporations regard as worth paying 
fora dynamic and highly skilled workforce. 

Ar this pointit might be objected that the above par- 
agraphs relate principally to the investment behaviour 
of foreign direct investors and not to financial market 
actors. This is a valid point. Indeed, although the hy- 
perglobalization thesis has rather more to say about 
the former, ithas much to say about the latter, too. 

Its assumptions about finance capital and finan- 
cial markets are similar to those about productive/ 
invested capital and markets in goods and services. 
Yet, the small differences are significant. Referring 
again to Box 11.2, the first assumption applies equally 
to invested and investment capital and is equally prob- 
lematic. Yet, whether it is accurate or not, arguably 
‘matters rather less in the case of portfolio capital. For 
such investors do not need to act rationally or with 
perfect information in order to inflict considerable 
damage on the currencies against which they may be 
tempted to speculate and the stocks and shares they 
may be tempted to dump—as the influential literature 
on ‘irrational exuberance’ and ‘herding instincts’ in 
financial markets makes very clear and as the experi- 
ence of the Global Financial Crisis perhaps confirms 
(see e.g. Shiller 2001, 2008; Akerlof and Shiller 2010). 
Assumption two also applies equally to financial mar- 
kets and to those in goods and services (see Pauly, 
Chapter 9 in this volume). All are assumed global and 
perfectly integrated. This may seem like a more plau- 
sible assumption to make of financial markets but, as 
‘we shall see in the next section, as an empirical claim it 
isnot easily reconciled with the available evidence. As- 
sumption three, though problematic for productive/ 
invested capital as already discussed, again seems more 
plausible for portfolio investors. Stocks and shares can 
certainly be traded, and assets swapped from one de- 
nomination to another, in the flickering of a cursor. 
Yet, whether this potential is reflected in the actual 
behaviour of financial markets is, again, an empirical 
question and the subject of some debate. This, too, 
is discussed further in the next section. Assumptions 
four and five are not directly relevant to finance capi- 
tal, but they can be adapted to financial actors. Hyper- 
globalists tend to assume that portfolio investors have 
a clear interest in, and preference for, strong and stable 
currencies backed both by implacable independent 
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central banks with hawkish anti-inflationary creden- 
tials and governments wedded in theory and in prac- 
tice to fiscal moderation and prudence. Any departure 
from this new financial orthodoxy, itis assumed, will 
precipitatea flurry of speculation against the currency 
and a haemorrhaging of investment from assets de- 
nominated in that currency—or, indeed, a rise in the 
bond ‘yield’ charged by financial institutions on na- 
tional debt. Governments provoke the wrath of the 
financial markets at their peril. This, again, is an in- 
tuitively plausible proposition that would seem to be 
borne out by a series of high-profile speculative flur- 
ries against ‘rogue’ governments and highly indebted 
states since the onset of the Global Financial Crisis. 
It is, however, an empirical claim and, as we shall see 
later, one that a growing body of scholarship reveals 
to be considerably at odds with the empirical evidence 
certainly when considered over any sustained period 
of time and when one starts to separate out the effect 
of the crisis itself. 

As the above paragraphs pethaps serve to indicate, 
the theoretical case against the hyperglobalization 
thesis is strongest with respect to the assumptions 
made about productive /invested capital. Its assump- 
tions about investment/ portfolio capital, if perhaps 
overly simplistic, are, on the face of it, more plausible. 
Yet, they give rise to a series of substantive claims and 
predictions which have prompted an important em- 
pirical challenge to the thesis. This provides the prin- 
cipal focus for the next section. Before turning to such 
issues, however, it is important that we first consider 
the implications of the hyperglobalization thesis for 
the question of convergence prior to examining an 
alternative and rather more political account of the 
origins of the contemporary crisis of the nation state. 


Convergence, dual convergence, 
or divergence? 


Through attempts to enhance competitiveness like 
labour market flexibility, welfare retrenchment, and 
the intensification of tax competition between states, 
the hyperglobalization thesis predicts a simple conver- 
gence among previously distinct ‘models’ or ‘varieties’ 
of capitalism—on an Anglo-US or liberal ideal type. 
This can be represented schematically (see Figure 11.1). 

Globalization is the driving force, unleashing an 
intense competitive struggle between contending 
models of capitalism. It exposes all economies (A-E 
in Figure 11.1) to common pressures, which, in turn, 





Figure 11.1 The hyperglobalization thesis 
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Nate: Globalzaton (perfect captal mobility and perfect competition 
under open economy conditions) generates common pressure 
(eputs) states andlor pottcal-economc repmes have no independent 
‘mediating role (no institutional effects); hence convergence on best 
practice assuming complete information, ational action, and Darwinian 
competition in short. common inputs produce common outs 











produce common outcomes. Since liberal models of 
capitalism best approximate the preferences of mo- 
bile capital for open markets, low taxation regimes, 
and light regulation, they rapidly establish themselves 
as the model to be emulated. Convergence on this 
Anglo-US ideal type is held to be rapid, lubricated by 
capital's exit from more highly regulated regimes. 

Influential though this simple convergence thesisis, 
it is notas unquestioned as it once was. An alternative 
and increasingly influential account points to a rather 
more complex process of ‘dual’ or ‘co-convergence” 
(see Figure 11.2), again driven by globalization (see 
earlier). 

In this contending account, more attention is paid 
to the role of institutional factors in mediating the 
state's response to globalization. Models of capitalism 
are differentiated by virtue of the rather different in- 
stitutions they embody. In the now conventional clas- 
sification, liberal market economies (such as the US and 
the UK) and coordinated market economies (such as Ger- 
many, Sweden, and the Netherlands) are contrasted 
(Hall and Soskice 2001). 

‘The competitive pressures unleashed by globaliza- 
tion may make similar demands of these institutions 
(such as balanced budgets, flexible labour markets, 





Figure 11.2 The dual convergence thesis 
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tend to promote a dual process of convergence. accentuating the 
difference between iberal market economies and coordeated market 
‘economies—in short, gobalzaton generates common pressures and 
these are refracted instawtonaly to produce acl convergence 











and the control of inflation), but these can be deliv- 
ered in different ways in different institutional do- 
mains. Consequently, the ‘varieties of capitalism’ 
approach, as it has come to be known, predicts not a 
simple or singular process of convergence on the lib- 
eral (or Anglo-US) model, but a complex or dual con- 
‘vergence in which capitalist polities cluster ever more 
closely around the liberal and coordinated ideal types 
(Hall and Soskice 2001; see also Kitschelt et al. 1999; 
Garrett 1998b, 2000b; Iversen, Pontusson, and Soskice 
2000; Hay and Wincott 2012). 

In its sensitivity to institutional variations among 
different models of capitalism and in its recognition 
that common external pressures need not translate 
into common outcomes, the ‘varieties of capitalism’ 
approach represents a considerable advance on the hy- 
perglobalization thesis. Yet, in a number of significant 
respects it, too, is problematic (see also Blyth 2003; 
Goodin 2003; Watson 2003; Hay 2004). 


1, Itmay, unwittingly, borrow too much from 
the hyperglobalization thesis in presenting 
globalization as the principal agent of convergence 


Globalization’s Impact on States 


(paying insufficient attention to the often regional 
character of processes of economic integration 
and/or to the differential exposure of economies 
to globalization, for instance). 
2. In drawing a rigid and rather static distinction 
between liberal and coordinated market 
economies, it is not perhaps as sensitive to 
institutional diversity as it might be (see also 
Crouch and Streeck 1997). 
Irmakes a series of empirical predictions/claims 
about dual convergence, which are, at best, 
contestable—as we shall see in the following 
section. 


» 


Finally, in the wake of the recent Global Financial 
Crisis, it might well be asked whether the liberal mar- 
ket economies (whose propensity to generate asset- 
price bubbles has been so cruelly exposed and which 
now look like the key source of systemic risk within 
the global financial system) can be seen as models of 
adaptation to globalization (Hay 2009, 2013). 


Global problems, national solutions? 


‘Thus far, we have tended to focus exclusively upon 
mechanisms identifying economic globalization as the 
key determinant of the contemporary crisis of the na- 
tion state. Yet, arguably altogether more plausible, is 
a rather more political mechanism. Strictly speaking, 
this does not so much point to the diminished capacity 
and sovereignty of the state in an era of globalization, 
as to the globalization of the problems with which the 
nation state is confronted—and its inability to deal 
with such problems. Indeed, it points to the more gen- 
eral lack of the political capacity to deal with genuinely 
global problems and risks that results from the contin- 
ued ascendancy of the nation state as a political unit. 
‘The classic example here, is the problem of high- 
consequence global environmental risks (Giddens 
1990; Beck 1992). Thisis well expressed in the so-called 
tragedy of the commons, first identified by Garrett 
Hardin (1968). Hardin provides an intuitively plausible 
and all too compelling model of the seemingly intrac- 
table problem of environmental degradation in con- 
temporary societies. The systematic exploitation and 
pollution of the environment, itis argued, is set to con- 
tinue since individual corporations and states, despite 
a lear collective interest, choose not to impose upon. 
themselves the costs of unilateral environmental ac- 
tion. Their logic is entirely rational, though potentially 
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catastrophic in its cumulative consequences. Such ac- 
tors know that environmental regulation is costly and, 
particularly in an open international economy, a bur- 
den on competitiveness. Accordingly, in the absence 
of an international agency capable of enforcing the 
compliance of all states and all corporations, the an- 
ticipation of free riding is sufficient to ensure that cor- 
porations and states do not burden themselves with 
additional costs and taxes. The long-term effects for 
the environment are all too obvious, preventing as it 
does, a global solution to a genuinely global problem. 

The extent to which the narrowly perceived self- 
interest of states and governments can subvert the 
development of effective mechanisms and institutions 
of global governance is well-evidenced by the Bush 
administration's withdrawal from the 1997 Kyoto Pro- 
tocol (committing signatories to staged reductions in 
greenhouse gas emissions); the reliance on the agree- 
ment reached in the UN's COP21 negotiation in Paris 
‘on the US not using its veto power a second time in a 
similar way; and, for the critics of both, by the fact that 
such agreements, even if fully implemented, would 
only serve to reduce slightly the pace of an ongoing 
process of environmental degradation. 

‘These are most important examples, and a number 
of broader implications might be drawn from them 
(see Box 11.3). 





‘+ Many of the strongest versions of the globalization thesis 
{all to specify the mechanism by which globalization might 
‘be seen to limit the capacity, autonomy, and sovereignty of 
the nation state. 

+ Nonetheless, a variety of such mechanisms have been 
posited. These are principally economic in character and 
‘often rely upon stylized assumptions about the behaviour 
of capital draw from open economy neoclassical 
‘economics. These assumptions can be questioned 
theoretically and empirically, 

‘+ The hyperglobalization thesis predicts a simple 
‘convergence between ‘models of capitalism’ under 
‘conditions of (economic) globalization; the more 
recent Varieties of capitalism’ perspective predicts a 
more complex process of dual convergence. There are 
theoretical problems with both sets of predictions. 

+ The nation state has always suffered from a limited 
‘capacity to deal with genuinely global problems, 
such problems are proliferating. The ‘tragedy of 
the commons’ provides a compelling model of the 
consequences of this lack of capacity, pointing to the 
need for effective and democratic institutions of global 
governance. 











The Implications of the ‘Tragedy of 
the Commons’ 


‘The ‘tragedy of the commons’ is, effectively, a modern-day 
morality tale. tis indicative of a more general dsparity between 
the need for and supply of effective institutions and mechanisms 
Of global governance. For, while its easy to point to genuinely 
‘obal problems requiring for their resolution coordinated 
‘lobal responses, it is far more difficult to find examples of the 
latter. 


As this perhaps suggests, the ‘tragedy of the commons’ is not 
reallya story of the crisis of the nation state at all For itis the 
continued capacity of many (if perhaps not all states to behave 
Lnilaterally and to veto international agreements that precludes 
the appropriate globally coordinated collective response. In 
cither words, political globalaation (effective and authoritative 
institutions of global governance) is impeded by the retention of 
the nation state’s sovereignty. This less a crisis of the nation 





state, then, than a crisis produced by the resilience of the nation 
state. 


‘While the proliferation of genuinely global political problems. 
‘does point to the incapacity ofa system of sovereign states to 
<deal with the challenges it now faces, it does not indicate any 
‘particular incapacity of states to deal with the problems and 
issues they have always dealt with. Ths s then, less of a story of 
«alos of capacity than of the proliferation of issues which the 
‘ration state has never had the capacity to deal with. 


Finally and rather perversely, the disparity between the need for 
‘and supply of global solutions to global problems is merely 
‘exacerbated by economic globalization. For this has served to 
drive states, at pain of economic crisis, to elevate considerations 
of competitiveness over all other concerns, including 
‘environmental protection. There isa dear and obvious danger 
that the narrow pursuit of short-term economic advantage will 
‘come at the long-term price of a looming environmental, 
‘economic. and political catastrophe. 








Globalization and state 
retrenchment: the evidence assessed 


‘As suggested in the previous section, the hyperglo- 
alization thesis tends to presenta theoretical, indeed, 
largely hypothetical, argument for the contempo- 
rary crisis of the nation state. If its assumptions are 
accepted, then the predicted crisis of the nation state 
is litle more than a logical inference. Yet, as we have 
seen, there may be good theoretical grounds for chal- 
lenging some of these assumptions and with them 
the claimed inevitability of the state’s loss of capac- 
ity, autonomy, sovereignty, and legitimacy. In the end, 
however, these are empirical questions—and it is to 
the empirical evidence itself that we must turn if we 
are to assess the validity of the hyperglobalization the- 
sis and to assess the impact, if any, of globalization on 
states, Itisto this task that we now turn. We begin first 
by considering the dependent variable. 


The dependent variable: state 
retrenchment 


It is pethaps appropriate to begin with the simplest 
data that most directly addresses the contemporary 
condition of the state. If the state were to experience a 
potentially terminal crisis, we might expect to see clear 
evidence of systematic state retrenchment. Moreover, 
‘we would expect this to be most pronounced in highly 
‘open economies whose public spending had tradition- 
ally accounted for a high proportion of gross domestic 
product. Table 11.1 presents data on government ex- 
penditure expressed as a proportion of gross domestic 
product for a number of developed countries from the 
1960s, conventionally the point of departure for politi- 
cal economies of globalization. 

The evidence itself is fairly unequivocal. These, for 
the most part extremely open and developed econo- 
mies, show little sign of systematic retrenchment in 
the so-called era of globalization. Indeed, in response 
to the Global Financial Crisis, their levels of public 
spending have risen steeply. That said, in a number of 
cases (notably, many of the Anglo-liberal economies 
such as New Zealand, the UK, and the US), this sharp 
rise in the period immediately following the crisis has 
been replaced by a steep and unprecedented decline in 
state spending as a share of GDP in the period since 
2010. Itis, of course, too early to judge the significance 
of this. But it would appear that both the crisis itself 
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and the subsequent turn to austerity have been more 
stark in the Anglo-liberal cases (Hay 2014). Yet it is 
difficult to see this as any simple globalization effect. 
Moreover, the scale of any such austerity-engendered 
retrenchment effect would appear tobe in inverse pro- 
portion to the initial size of the state itself (gauged in 
GDP terms). What is more clear is that in the two dec- 
ades or so prior to the crisis there is certainly some evi- 
dence of a decline in the proportion of GDP devoted 
to public spending. Though invariably greatest where 
unemployment has fallen most, this is consistent with 
the predictions of the hyperglobalization thesis to 
some extent. But what is perhaps more important is 
that in each and every case, the size of the state (as ex- 
pressed as a share of GDP) has increased considerably 
over the period, peaking in most cases in the early-to- 
‘mid 1990s and, in the Anglo-liberal economies, during 
the crisis itself, 

Of course, state expenditure is not the only means 
of gauging quantitatively the role of the state. 
Figure 11.3 presents time-series data on the propor- 
tion of the total workforce employed directly by the 
state since the 1960s. 

Again, the evidence is unequivocal. This period, the 
much-vaunted era of globalization, has witnessed the 
development of the largest states the world has ever 
seen and there is little evidence in this data series of 
this trend being reversed. That said, the Global Finan- 
cial Crisis has had the effect of driving up levels of 
public debt—and it is likely that the next decade will 
see some scaling back of the public sector (and, hence, 
public employment) in the advanced liberal democra- 
cies, as the most recent data in the series seem to begin 
to attest. 

It would certainly seem that globalization is com- 
patible with a far higher level of state expenditure 
(and employment) than the hyperglobalization thesis 
would seem to imply—an observation which seems 
set to endure the crisis and the subsequent turn to aus- 
terity, if the evidence of Table 11.1 and Figure 11.3 is 
anything to go by. This presents something of a para- 
dox: a widely accepted conception of state crisis and 
retrenchment which seems to stand in some tension 
to the available empirical evidence. There are at least 
four potential solutions to this conundrum, each with 
rather different implications: 


1. That the conventional wisdom on the subject 
is, indeed, correct, that ‘big government’ 
represents an ultimately unsustainable drain on 
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Figure 11.3 Government employment: as a share of total population in working age (15-64) 
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competitiveness in an era of globalization, but that 
the institutional form of the state has become so 
entrenched and embedded as to make its reform 
and retrenchment an incremental process down 
which we are now only slowly embarking on. 
(Though pethaps the most plausible defence of 
the ‘crisis of the nation state’ thesis, this argument 
is rarely made in the existing literature. It might, 
however, draw inspiration from the work of 
historical institutionalists who have consistently 
pointed to the inertial nature of complex 
institutions like the state; see, especially, Pierson 
1994, 1996.) 

. That the conventional wisdom, though somewhat 
overstated, is basically correct, since the aggregate 
empirical evidence, in fact, masks the actual 
degree of retrenchment. Once we control for 
demographic and other ‘welfare inflationary” 
pressures (such as higher levels of unemployment 
and the near exponential growth in health care 
costs since the 1960s), observed state expenditure 
is, in fact, substantially below that we would 
anticipate were consistent levels of generosity 
and coverage to have been maintained (Barr 
1998; Esping-Andersen 1996a, 1996b; Rhodes 


1996, 1997; Hay and Wincott 2012). We have not 
witnessed, nor should we expect to witness, a 
terminal crisis of the nation state, but we have 
already experienced a significant process of state 
retrenchment driven by, or at least simultaneous 
with, globalization. 


. That while the aggregate evidence may, indeed, 


mask the real degree of retrenchment that 
has occurred, the conventional wisdom is still 
wrong since there is no a priori reason to hold 
globalization responsible for such retrenchment 
and/or no consistent evidence of a historically 
unprecedented process of globalization in recent 
years (Hirst and Thompson 1999; Wilensky 2002). 


That, in expecting globalization to precipitate 


a terminal crisis of the state, the conventional 
wisdom is simply inaccurate. Far from 
representing a drain on competitiveness, the 
state is the very condition of competitiveness 

in an ever more competitive international/ 
global market (Weiss 1998). Globalization, as has 
been shown by the crisis, does not discriminate 
principally between states on their size but on 
their effectiveness in promoting and sustaining 
international competitiveness. Consequently, 
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while we might expect to see convergence on best 
practice between states, we should not expect to 
see a withering of the state itself (Cerny 1995, 
1997). 


Asthis already serves to indicate, there are anumber 
of ways of rehabilitating an albeit somewhat ‘respeci- 
fied’ variant of the globalization thesis in the light of 
the above evidence. We can probably reject the notion 
that globalization has precipitated a terminal crisis of 
the nation state. Yet, the evidence considered thus far 
is by no means incompatible with the claim that glo- 
balization circumscribes the parameters of domestic 
political choice and is the principal determinant of the 
state's developmental trajectory. If we are to assess 
that claim, then we need to turn our attentions from 
the dependent variable (the extent of state retrench- 
ment) to the independent variable (the process of 
globalization itself). Before doing so, however, itis im- 
portant that we first consider one remaining aspect of 
the dependent variable—the question of convergence. 


The dependent variable: convergence 
or dual convergence 


Having originally placed their emphasis upon the 
crisis and transcendence of the nation state as a po- 
litical unit responsible for regulating an economic 
jurisdiction (Ohmae 1990, 1995), proponents of the 
hyperglobalization thesis now more frequently cast 
institutional and policy convergence as the depend- 
ent variable (Teeple 1995; Gray 1998; Parker 1998). 
Globalization remains the independent variable and 
is depicted as a stable equilibrium and as an entirely 
non-negotiable external economic imperative which 
exposes all economies within the global system to 
near identical pressures and challenges. In a highly 
competitive environment in which only the fittest sur- 
vive, successful adaptation will rapidly be emulated, 
resulting in a powerful tendency to convergence. 

As we have seen, the institutional sensitivity of the 
‘varieties of capitalism’ approach appeals to a similar 
logic (and an identical independent variable), in pre- 
dicting a rather different outcome—a more complex 
process of dual convergence around liberal and coor- 
dinated market economic models. 

To what extent are these contending predictions 
borne out by the empirical evidence? Since we might 
consider convergence with respect to any number 
of potential dependent variables, this is a somewhat 


contentious issue that we cannot hope to do full justice 
tohere. Space prevents an exhaustive survey. Nonethe- 
less, we would once again expect the convergence or 
co-convergence theses to be most relevant to the most 
developed and most open economies in the world 
system. Moreover, given that welfare expenditure is 
‘most frequently described in the globalization litera- 
ture as the kind of unnecessary indulgence which can 
no longer be afforded in an era of heightened com- 
petition among nations, we might expect to find the 
strongest evidence of convergence or co-convergence 
among European welfare states. 

Yet, the evidence simply does not bear out that ex- 
pectation (see also Hay 2003; Hay and Wincott 2012). 
Limits of space allow us only to consider social trans- 
fer payments (expressed as a percentage of GDP). 
These are, in essence, a measure of basic welfare 
expenditure. For ease of comparison, they are here 
standardized at 100 for 1960. Precisely because these 
are standardized measures, they are bound to show an 
initial divergence. Yet, the convergence thesis would 
lead us to expect that initial divergence to be checked 
considerably by the 1980s and 1990s. It would predict, 
in short, an oval shaped distribution. And the co-con- 
vergence thesis would predict the emergence of two 
clusters—one grouped around Germany, the other 
grouped around the UK. 

Neither prediction is borne out by the evidence, at 
least in the period before the crisis—which, of course 
andasnoted earlier, gave rise to a steep increase in state 
spending at least as a share of GDP (see Figure 11.4). 
Instead, consistent paths are mapped out from the 
1960s, which social models continue to follow for the 
‘most part to the present day. The wide initial variance 
in growth rates is sustained over time. This is not a 
story of systematic welfare retrenchment, nor is it 
a story of the diminishing distinctiveness of regime 
types—which seem, if anything, to be reinforced over 
time. Indeed, it is the Nordic welfare states that have 
grown the most. Under globalization, it would seem, 
the most generous welfare states have thrived. 

Second, we might consider the raw unstandardized 
data itself—ic. social transfers expressed as a share of 
GDP. To aid the analysis, European welfare regimes 
are here grouped in terms of the conventional three- 
fold classification. The Nordic regime type refers to 
‘Sweden, Denmark, Finland, and Norway; the conserv- 
ative regime type refers to Germany, the Netherlands, 
Italy, and France; and the liberal regime type to the UK 
and Ireland. 
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Figure 11.4 Socal spending in Europe, 1960-2004 (1960 =100) 
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Again, it seems, the evidence is in some tension consolidation—not the retrenchment—of the most 


with the predictions of the existing literature (see 
Figure 11.5). For, far from being associated with wel- 
fare retrenchment, the period of (supposedly) most 
intensive globalization has been associated with the 
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Figure 11.5 Social spending of EU Member States, 1995-2013 (as percentage of GDP) by regime type 
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states (the standard deviation of social expenditure 
for the EU25 remains almost constant over time and 
actually rises in the period since the crisis as austerity 
has bitten harder in liberal welfare regimes). This is, 
above all, a picture of continuity rather than change. 
The Nordic regimes remain the most generous, the 
Continental European regimes the next most gener- 
ous, with little to choose between the Anglo-liberal, 
the Southern European, and east central European 
in terms of total social expenditure. Much has been 
going on in the political economy of the EU25 during 
this time, but their levels of welfare state investment 
have remained remarkably constant (see Hay and 
Wincott 2012). 

Of course, we cannot infer from such evidence 
that globalization is not an agent of convergence or 
co-convergence, merely that the evidence considered 
here is not consistent with such a claim. It is also im- 
portant to note that, even was this a valid inference 
to draw, it would be wrong to conclude that globali- 
zation has no impact on the nation state. For, if glo- 
balization serves, as some have suggested, to increase 
the sensitivity of economic performance to the quality 
of public policy (see, for instance, Weiss 1998), then 
there is no particular reason to expect either a crisis 
of the state or convergence. Moreover, if, ass widely 
assumed, globalization generates common pressures 
for neo-liberalization and this has been more enthu- 
siastically embraced in regimes already characterized 
by their liberalism, we might expect to see at least an 
initial period of divergence. 

But, what evidence is there of a historically unprec- 
edented phase of globalization capable of generat- 
ing such pressures? We turn now to the independent 
variable. 





The independent variable: globalization 


As already noted, proponents of the hyperglobaliza- 
tion thesis have rarely felt the need to defend the 
intuitively plausible claim that we live in a fully 
integrated global economy. Casual and anecdotal 
appeals to supporting evidence largely exhaust the 
empirical content of this literature. Yet, in recent 
years, a more rigorous and systematically eviden- 
tial assessment of patterns of economic integration 
has emerged. Its authors invariably draw a rather 
different set of conclusions. Thus, on the basis of 
an exhaustive (if not uncontroversial) assessment 
of the empirical evidence, sceptics such as Paul 
Hirst and Grahame Thompson (1999) conclude that 


globalization is, in fact, a rather inaccurate descrip- 
tion of existing patterns of international economic 
integration and cannot credibly explain the develop- 
ment of the state in recent years (for an important 
critical response to their work, see Held, Goldblatt 
and Perraton 1999). 

‘The principal claims of this literature are summa- 
rized in Box 11.4 and discussed in more detail in the 
following pages. 


The comparative history of global 
economic integration 


It is conventional, as already noted, to date the cur- 
rent era of globalization from the 1960s. And itis cer- 
tainly the case that if we plot economic data from the 
early 1960s to the present day, we see clear evidence 
of an almost exponential increase in trade and capi- 
tal flows (expressed as shares of global GDP). Yet, it 
would be wrong to infer from this the development of 
an unprecedented integration of the global economy, 
without first considering the history of economic 
integration. 

If we do that, then what becomes very clear is the 
sensitivity of the conclusions drawn by proponents of 
the globalization thesis to their preferred start date. 
If we extend the time frame, choosing as a starting 
point the late nineteenth or early twentieth century, a 
rather different picture emerges. Consider, first, eco- 
nomic openness with respect to trade (the value of 
imports plus exports expressed as a share of GDP) (see 
Figure 11.6). 

As Hirst and Thompson note: 


66 scart from the dramatic differences in the openness 
to trade of different economies demonstrated by these 
figures ... the startling feature is that trade to GDP ratios 
were consistently higher in +913 than they were in 1973 
«so. Even in 4995 ... the US was the only country that was 
considerably more open than it was in 1953.99) 


(1999: 27) 


‘True, the composition of trade in, say, 1913, is likely 
to be remarkably different from that in 1973 or 1995, 
reflective in the case of the UK, the Netherlands, and 
France of a strongly colonial dimension. Nonetheless, 
in inviting a closer examination of the character and 
not just the quantity of trade, Hirst and Thompson 
provide a powerful challenge to the conventional lit- 
erature. It should, however, be noted that, since 1995, 
levels of world economic integration have, indeed, 
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'S. The pace of economic integration is higher within regions 


The Empirical Case against the 
Globalization Thesis 


|. Although the period since the 1960s has seen the growing. 
‘openness of national economies (such that imports plus 
exports are equivalent to a growing proportion of gross 
before figures of prior to the First World War are italy to 
be exceeded (Bairoch 1996; Hirst and Thompson 1999). 


2. There continues to be positive and, indeed, strengthening 
relationship between public spending (asa share of gross 


Katzenstein 1985; Rodrik 1996, 1997; Garrett 1998b). 


3, There sno inverse relationship, as might be expected, 
between the volume of inward foreign rect investment and 


as a share of gross domestic product (Dunning 1988; Cooke 
and Noble 1998; Traxler and Woitech 2000; Wilensky 2002). 

4, Trade and international flows of capital (such as foreign 
direct investment) tend to be extremely concentrated 
within the core ‘triad’ (of Europe, North America, and 
Pacific Asia), providing evidence of regionalization and 
‘triadization’, but hardly of globalization (Petrella 1996: 
Frankel 1997: Hirst and Thompson 1999). 


domestic product), there i til some considerable way to g0 
‘6 Financial integration has falled to produce the anticipated 


‘domestic product) and economic openness (Cameron 1978: 


levels of corporate taxation, environmental and lbour market 
regulations, generosity of welfare benefits or state expenditure 
. Though the liberalization of financial markets has certainly 





(such as Europe, North America or Pacfic Asia) than it 
is between regions, suggesting that regionalization rather 
‘than globalization is the overriding dynamic in the process 
of international economic integration (Frankel 1997; 
Klenknecht and ter Wengel 1998; Hay 2004; Ravenhill 
(Chapter 6 in this volume). 


convergence in interest rates which one would expect from 
«a fuly integrated global capital market (Zevin 1992; Hirst 
‘and Thompson 1999). 

Financial integration has falled to produce the anticipated 
vergence between rates of domestic savings and rates 
(of domestic investment which one would expect in a fully 
integrated global capital market—the so-called Feldstein 
Horioka puzzle (Feldstein and Horioka 1980; see also 
Epstein 1996 212-15: Watson 2001), 


increased the speed, severity, and significance of investors’ 
reactions to government policy, capital market participants 
‘appear far less discriminating or well-informed in their 
political risk assessment than is conventionally assumed 
(Swank 2002; Mosley 2003), Consequently, policymakers 
‘may retain rather more autonomy than is widely 
accepted. 





Figure 11.6 Ratio of merchandise trade to GDP at current prices 
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surpassed those experienced during the latter half of 
the nineteenth century. 

‘The data with respect to capital flows reveal a simi- 
lar pattern. Between 1870 and 1914, international cap- 
ital flows between the G7 economies averaged some 
4 per cent of GDP, peaking at around 6 per cent in 
1914. Between 1914 and 1970, they declined to 1.5 per 
cent of GDP. Since 1970, they have charted a consist- 
ent upward trajectory, rising to 3 per cent of GDP by 
the early 1990s. Yet, they still have a long way to go to 
reach the figures of the period prior to the First World 
War (Lewis 1981; Turner 1981; Bairoch 1996: 184; 
Hirst and Thompson 1999; 28, figure 2.4). In quantita- 
tive, if not perhaps in qualitative terms, the current 
period is not unprecedented or, indeed, unsurpassed. 

In sum, then, while from the mid 1970s there has 
been an increasing trend towards financial and trade 
integration (albeit one sent into at least a temporary 
period of reverse with the advent of the Global Fi- 
nancial Crisis), economic openness was greater in the 
years before the First World War than in the 1990s. 


‘Stateness’ and openness 


Arguably more significant, and certainly less con- 
tested, are recent attempts to reproduce and update 
David Cameron's (1978) groundbreaking study of 
the covariance of economic openness and public ex- 
penditure. Such findings are particularly damaging to 
the globalization orthodoxy which predicts a strong 
inverse correlation between ‘stateness’ and open- 
ness—high levels of state expenditure (expressed as a 
proportion of GDP) should suppress the globalization 
of the domestic economy. 

What Cameron demonstrated in a now famous 
paper published in the American Political Science Review 
in 1978, was a strong positive correlation between 
trade openness and social protection, funded through 
taxation, In other words, international economic in- 
tegration seemed to go hand in hand with compre- 
hensive social provision. Moreover, openness was also 
positively correlated with social democratic tenure, 
union power, and the degree of regulation of the la- 
bour market. 

More damaging still to the orthodox globalization 
thesis has been more recent research in this vein by, 
among others, Peter Katzenstein (1985), Dani Rodrik 
(1996, 1997), and Geoffrey Garrett (1998b). What 
these authors demonstrate is that the strength of 
the correlation between openness and government 


expenditure in OECD countries has only grown in 
subsequent decades. For proponents of the hyperglo- 
balization thesis, this takes some explaining. Yet, for 
Rodrik, it is easily explained: 

66 what should we make of this? | will argue that the 
puzzle is solved by considering the importance of social 
insurance and the role of government in providing cover 
against external risk. Societies that expose themselves to 
greater amounts of external risk demand (and receive) a 
larger government role as shelter from the vicissitudes of 
global markets. In the context of the advanced industrial 
‘economies specifically this translates into more generous 
social programmes. Hence the conclusion that the social 
welfare state is the flip side of the open economy! 99) 


(1997: 53) 


Rodrik’s is, of course, not the only possible explana- 
tion. Equally plausible, is that high levels of state 
expenditure are a result of success in international 
markets—a consequence rather than a condition 
of the globalization of the domestic economy. Yet, 
whichever way round it is, economic openness would 
seem far more compatible with state expenditure than 
is conventionally assumed. 


The determinants of inward foreign 
direct investment 


‘As we saw in an earlier section, orthodox accounts of 
globalization tend to make a series of clear and more 
or less plausible assumptions about the preferences 
and interests of mobile investors. Such assumptions, 
as was shown, are directly responsible for the influen- 
tial thesis that states enhance their locational competi- 
tiveness to foreign direct investors by offering targeted 
investment incentives, eliminating labour market ri- 
gidities, reducing the burden of corporate taxation, 
and ensuring that environmental regulations are not 
overly restrictive. Alter the assumptions, and a rather 
different set of inferences (and consequent policy im- 
plications) follow. 

Recent scholarship, which examines the revealed 
preferences of foreign direct investors as exhibited 
in actual investment decisions (rather than making 
a priori assumptions about such preferences), chal- 
lenges the globalization orthodoxy in important re- 
spects. Particularly notable here, is the work of Cooke 
and Noble on the geographical distribution of for- 
eign direct investment from the US (1998). This work 


contains a number of significant findings, each trou- 
bling to proponents of the hyperglobalization thesis. 


1, Itis direct market access and/or proximity to 
market that is the single greatest determinant 
of investment location. Inward direct investors 
value, above all else, geographical proximity to 
a substantial and affluent market. Consequently, 
the greatest single predictor of the volume 
of inward investment is total income within a 
1,000-kilometre radius of the investment site. 

2. Once access and proximity to market are 
controlled for, educational attainment/skill level 
is the most critical factor in determining the 
attractiveness of an industrial relations regime. 
Yer, the effect is complex and not as anticipated. 
‘As Cooke and Noble note, ‘with respect to 
investments in low-skill-low-wage countries, 
the evidence indicates that US multinational 
corporations have sought to match lower work- 
force education with the limited labour skill 
requirements of operations that get located in 
low-skill-low-wage countries ...[Alcross low- 
wage-low-skill countries US multinationals 
invest more in locations with the lowest 
levels of education’ (1998: 596). This much is 
consistent with the hyperglobalization thesis. 

Yet, ‘in contrast, it appears that, in matching the 
high labour skills requirements of operations 
located in high-skill-high-wage countries, US 
multinationals invest more in countries with both 
higher average education levels and higher hourly 
compensation costs’ (1998: 596). This reveals a 
globally segmented market for inward investment, 
in which it is only developing countries that 

are compelled to compete in terms of labour 
costs. Investors, it would seem, are perfectly 
prepared to pay the price of the highly trained 
and appropriately skilled workforce that (some) 
developed economies are capable of providing. 

3. Moreover, and in seeming confirmation of this, 
it is not just the quantity (duration or level of 
attainment) of education that is important. 
‘Though it is difficult to gauge empirically, the 
evidence strongly supports the thesis that it is 
the quality and not the cost of skilled labour that 
is the key determinant of investment behaviour. 
Again, it would seem, cost (direct or indirect) is no 
impediment to investment if the perceived return 
provides adequate compensation for that cost. 
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Thus, skill and productivity differences between 
economies make a significant and additional 
difference in attracting inward investment. 
‘Comparing the UK and Germany, Cooke and 
Noble explain, ‘both have comparable average 
years of education ... but substantially different 
average hourly compensation costs ...Germany’s 
unmeasured skill base has garnered about $2.3 
billion more in US FDI per industry than has the 
UK's unmeasured skill base ... high-skill-high- 
‘wage countries that further enhance skill levels 
can attract significant additional US foreign direct 
investment’ (1998: 602). 

4. The conclusion is clear, ‘countries need not 
encourage ... wage restraint, since high hourly 
compensation costs do not reduce ... foreign 
direct investment, provided these costs are 
matched by higher skills and productivity’ 

(1998: 602). 


This, and other evidence like it (see e.g. Dunning 
1988; Traxler and Woitech 2000; Swank 2002; Wilen- 
sky 2002), seriously challenge both the assumptions 
‘on which the hyperglobalization thesis is predicated 
and the predictions it makes about exit from highly 
regulated labour market regimes with generous wel- 
fare states funded out of taxation receipts. 


Globalization or ‘triadization’ 


Inthe highly contentious political economy of globali- 
zation, perhaps no issue is more controversial than the 
geographical character of the process of international 
economic integration that we have witnessed since 
the 1960s. Itis, in particular, the challenge posed to the 
conventional wisdom by the recent work of arch glo- 
balization sceptics, Paul Hirst and Grahame Thomp- 
son (1996, 1999), that has provided the central focus 
of attention and controversy (see also Petrella 1996: 
77-81; Allen and Thompson 1997; and, fora flavour of 
the critical responses, Held and McGrew 2002: 38-57; 
Perraton et al. 1997). 

Hirst and Thompson, along with a growing cre- 
scendo of ‘sceptics’, have questioned the extent to 
which the term globalization accurately characterizes 
both the pattern of economic integration within the 
international political economy today or the trajec- 
tory of relations of economic integration and inter- 
dependence since the 1960s. Rather than a process of 
globalization, they suggest, a process of ‘triadization’ 
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is and has been underway (1996: 2, 63-7). By triadiza- 
tion, they refer to the selective and uneven process of 
deepening economic integration between the ‘triad’ 
economies; and by the ‘triad’ economies they refer to 
North America, South East Asia, and Europe. In short, 
some economies are more globalized than others and 
this must ultimately lead us to challenge the appropri- 
ateness of the appellation ‘globalization’. For a signifi- 
cant and rising proportion of international economic 
activity is conducted within and between the triad 
economies. This is true of trade, foreign direct invest- 
‘ment, and finance. For Hirst and Thompson, then, the 
developmental path of the international economy is 
far more accurately characterized by pointing to the 
effects of two separate processes: 


1. Amore general process of intra-regional 
economic integration or ‘regionalisation’ 
(discussed in more detail presently). 

2. Amore specific process of inter-regional 
economic integration drawing the triad 
economies into an ever denser web of complex 
interdependencies. 


‘The appeal, and, indeed, much of the novelty, of 
Hirst and Thompson's work when first published 
was its reliance on a substantial body of empirical 
evidence, Until their contribution, the innumerable 
empirical assertions made in the literature on glo- 
balization were largely unsubstantiated or defended 
only in a loose and anecdotal sense. Indeed, Hirst and 
‘Thompson's iconoclastic claim was that such asser- 
tions simply could not be defended evidentially. In so 
doing, they pointed to the far from global character 
of flows of trade, investment, and finance. Space does 
not permit a detailed exploration of this evidence. 
Suffice it to say that, between 1991 and 1996, over 
60 per cent of all flows of foreign direct investment 
were conducted within and between the triad econo- 
mies and, in 1995, over 75 per cent of the accumulated 
stock of foreign direct investment was located within 
the same triad bloc (Hirst and Thompson 1999: 71; see 
also Brewer and Young 1998: 58-60). Between 1980 
and 1991, the figures were almost identical (Hirst and 
‘Thompson 1996: 68). The triadic concentration in the 
accumulated stock of outward foreign direct invest- 
ment is even more pronounced (see Figure 11.7). The 
more recent trends do show a sizeable growth in in- 
bound foreign direct investment destined for the less 
developed economies. Yet this is largely due toa com- 
bination of the opening up of the Chinese economy 


and, more recently, the decline in the size of the US 
and European economies (relative to the world econ- 
omy) due to their differential exposure to the Global 
Financial Crisis (and, of course, the eurozone crisis to 
which it gave rise). 

Moreover, in 1996, despite accounting for only 14.5 
per cent of the world’s population, these economies 
accounted for some two-thirds of global exports (Hirst 
and Thompson 1999: 73). This figure is only margin- 
ally lower than that for 1992 (70 per cent). Yet, it is 
significantly greater than that for either 1990 (64 per 
cent), 1980 (55 per cent), or 1970 (61 per cent) (Hirst 
and Thompson 1996: 69; Petrella 1996: 79). Finally, as 
Riccardo Petrella notes, ‘during the 1980s, the triad ac- 
counted for around four-fifths of all international capi- 
tal flows ... [while] the developing countries’ share fell 
from 25 per cent in the 1970s to 19 per cent’ (1996: 77). 

How much damage this does to the globalization 
thesis depends, to a considerable extent, on what one 
takes that thesis to be. Indeed, arguably the debate is 
largely semantic (see also Scholte 2000: 14-20). Scep- 
tics such as Hirst and Thompson and Petrella adopt 
a rather more exacting definition of globalization, it 
seems, than many of the hyperglobalization theorists, 
If, to count as evidence of globalization, processes 
have to be either genuinely global in scope or opera- 
tive in unleashing such dynamics, then globalization 
poorly characterizes the condition and trajectory of 
the international economy. If, on the other hand, glo- 
balization means little more than economic openness 
(as witnessed by greater volumes of trade, invest- 
‘ment, and financial flows as a share of global GDP), 
then globalization is certainly under way but it is un- 
likely to have the effects so frequently attributed to it. 
‘This is the challenge that the sceptics present—one, it 
would seem, that is largely borne out by the empirical 
evidence. 


Globalization or regionalization? 


Hirst and Thompson's (1996) emphasis, particularly in 
the first edition of Globalization in Question, is on the 
process of ‘triadization’ and hence ona series of inter-re- 
gional processes of economic integration linking North 
‘America, East Asia, and Europe. Yet, as indicated above, 
this rests on the prior identification of a more general 
tendency towards regionalization (within, and, indeed, 
beyond, the triad economies). In fact, in the second and 
subsequent editions of Globalization in Question, the sig- 
nificance of triadization is somewhat downplayed as, on 
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the basis of a re-examination and updating of the availa- 
ble evidence, regionalization now emergesas the perva- 
sive tendency within the international economy (Hirst 
and Thompson 1999: esp. 99-103; Hirst, Thompson, 
and Bromley 2009). Here, again, Hirst and Thompson's 
work provides a powerful statement of a developing 
consensus among sceptical voices. 

Yet, it is the work of Jeffrey Frankel that is perhaps 
the most comprehensive on the question of region- 
alization (see, especially, Frankel 1997, 1998). On the 
basis of a detailed examination of the empirical record, 
he demonstrates that, with respect to trade, any ten- 
dency to globalization or even inter-regional economic 
integration has been swamped by the rapid growth in 
intra-regional integration. Due largely to the growth of 
preferential trading arrangements at the regional level, 
intra-regional trade accounts for an ever-growing share 
of global economic activity, suggesting once again that 
globalizationisin factanincreasingly inaccurate charac- 
terization of both the process of economic integration 
and the resulting pattern of economic interdependen- 
cies. Figure 11.8 updates Frankel’s data, showing the 
continuing contribution of intra-regional trade to total 
trade for many of the world’s leading economies. 
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Figure | 1.8 Intra-regional trade as a proportion of tatal trade 





Such findings have been replicated for foreign direct 
investment flows to and from Europe (Kleinknecht 
and ter Wengel 1998; Hay 2004). 

Finally, so-called gravity models have been used to 
examine the sensitivity of trade and, indeed, foreign di- 
rect investment to distance for a number of European 
countries (Hay 2003, 2004; see Box 11.5 for further de- 
tails). A gravity model predicts that trade (and/or for- 
ign direct investment) will decay exponentially with 
distance. In an era of globalization, in which transpor- 
tation costs have been diminished and barriers to trade 
eliminated, we would expect to see the decreasing sensi- 
tivity of trade (and investment) to distance. Accordingly, 
the gravity model should become ever less effective in 
predicting patterns of trade (and investment). 

Yet, unremarkably perhaps given the evidence dis- 
cussed later, far from showing a consistent pattern 
of globalization since the 1960s, the gravity model 
becomes an ever better fit to the data, This demon- 
strates, once again, a pervasive regionalization ten- 
dency in which trade and investment become more 
not less sensitive to geographical distance. European 
economies, it would seem, have experienced a consist- 
ent and ongoing process of deglobalization since the 
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Gravity Models: The Sensitivity of 
Trade to Distance 


Within gravity model, trade is assumed to be associated 
positively with the ‘size’ of the economies between which itis 
transacted (usually expressed in terms of their respective 
shares of global GDP) and to be assocated negatively with 
the distance between them. Geographically proximate 
countries willtrade more with one another than those 
separated by great distances, just as those economies which 
account for a substantial share of global GDP will tend to 
trade more with one another than smaller economies 


‘The basic mode! can be written as an equation of the 
following form: 
log T, = a+ b log(GDP/P) + ¢ log(GDP/P) ~ dlog(D,) +— 


where T, is the volume of trade between countries and j 
(GDP/P is the GDP per capita of country ;D, is the distance 
between country and). 











1960s as the process of European economic integra- 
tion has accelerated. As Figure 11.9 would suggest, 
similar tendencies would appear to be underway in 
many, if perhaps not all, regions within the interna- 
tional economy. As this suggests, globalization isa ten- 
dency that has, in the majority of cases, been swamped 
in recent decades by a regionalizing counter-tendency. 


Capital market integration and interest 
rate convergence 


‘Thus far, we have examined evidence principally relat- 
ing to trade and foreign direct investment and it is im- 
portant that we now turn our attention to the degree 
of integration (or globalization) of financial markets. 
It is often assumed that, even if the case against the 
globalization thesis is credible with respect to trade 
and foreign direct investment (for the reasons dis- 
cussed above), the thesis is rather more robust with 
respect to financial markets and, moreover, thatthe ef- 
fects of financial market integration on the autonomy 
of the nation state are most pronounced (see, for in- 
stance, Cerny 1995, 1997). Yet, as we shall see, recent 
evidence casts some doubt on this claim, too. 

‘The first surprising piece of empirical evidence 
for proponents of the globalization thesis, is the ob- 
served failure of interest rates to converge. In a fully 


Globalization’s Impact on States 





Figure 11.9 Intra-regional concentration ratios for trade 
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integrated capital market, a common international 
rate of interest on short-term and long-term loans 
would emerge almost instantaneously, for fairly ob- 
vious reasons. All things being equal, borrowers will 
seek out the lowest rate of interest available to them, 
just as investors will seek the highest rate of return 
(and, hence, interest) on their investments. 

Yet, as numerous commentators have noted, and 
despite some controversy about which precise index 
to use and what specific inferences to draw from such 
evidence, interest rate differentials persist and show 
little sign of being eroded (Kasman and Pigott 1988; 
Frankel 1991; Osler 1991; Bayoumi and Rose 1993; 
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and for a review, Simmons 1999: 57-61). Moreover, as 
Robert Zevin has argued, ‘every available descriptor 
of financial markets in the late nineteenth and early 
twentieth century suggests that they were more fully 
integrated than they were before or have been since” 
(1992: 51-2). 

‘This is an important observation that again draws 
our attention to the less than totally unprecedented 
character of the contemporary phase of economic 
integration, This is relatively easily accounted for. 
Quite simply, capital market integration occurred (to 
the extent that it did occur) far earlier than most have 
assumed. This is why there is no clear contemporary 
evidence of (further) interest rate convergence. As 
Hirst and Thompson suggest, ‘the coming of the elec- 
tronic telegraph system after 1870 in effect established 
more or less instantaneous information communica- 
tions between all the major international financial and 
business centres’ (1999: 37-8). The shift in the 1870s 
from ships to telegraph was far more significant than 
that from telegraph to telematics in the 1970s. Finally, 
it might be noted that the Global Financial Crisis and 
the substantial increase in perceived investor risk that 
it has generated has led to a significant (if perhaps 
temporary) further divergence in international inter- 
est rates, arguably reinforcing the distinctiveness of 
national financial markets. 


Savings and investment correlations: the 
‘Feldstein-Horioka’ puzzle 


Interest rate convergence is not the only index of fi- 
nancial globalization. In a perfectly integrated capital 
market, we would expect to see a clear divergence 
of domestic savings and investment rates. In a sys- 
tem of closed and bounded national economies, 
these should correlate absolutely (or very closely). 
Ina genuinely open economy (a perfectly integrated 
capital market), we would expect the correlation to 
break down as investors become genuinely global, 
sourcing their investments from around the world. 
Indeed, we would expect the correlation to fall to 
zero (Feldstein and Horioka 1980; see also Bayoumi 
1997: 17-19). Consequently, a persistent correlation 
between domestic savings and investment levels pro- 
vides strong evidence of a lack of integration of capi- 
tal markets. 

‘What do we observe? The evidence is again rela- 
tively unambiguous. As a large number of com- 
mentators have noted, national savings-investment 


correlations show no consistent pattern of decline 
in the 1980s and 1990s (Feldstein and Horioka 1980; 
Feldstein 1983; Bayoumi 1990; Feldstein and Bacchetta 
1991; Tesar 1991; Epstein 1996). As Hirst and Thomp- 
son suggest, this ‘testifies to the continued robust rela- 
tive autonomy of financial systems’ (1999: 38). Indeed, 
the ‘savings retention coefficient’ (the proportion of 
incremental savings invested domestically) remains at 
67 per cent for the period 1991-5 (Obstfeld 1993). 

This, again, is an important finding and one that 
continues to trouble international macroeconomists, 
for whom it remains something of a paradox even 
after more than two decades. The ‘Feldstein-Horioka 
puzzle’, as it as come tobe known, has given rise to an 
extensive literature and considerable controversy (for 
reviews of which, see Obstfeld and Rogoff 1996: 161-4; 
Bayoumi 1997: 30-53; Redseth 2000: 163-4). Unre- 
markably, a series of challenges have been mounted to 
the notion that it provides clear evidence of the lack 
of integration of capital markets. Yet, as we shall see, 
none of these caveats is ultimately devastating. 


1, Asa number of commentators have noted, 
aggregate indices of national investment do 
not discriminate between public and private 
investment (see, for instance, Bayoumi 1990), 
‘Savings-investment correlations might, then, 
mask a decrease in the savings-investment 
correlation for private investors. This is certainly 
accurate, yet the effect is likely to be relatively 
small; the essential paradox remains. 

2. If,as Hirst and Thompson conjecture, there were 
“no significant difference between the return 
on financial investment’ from one economy 
to the next, ‘then we might not expect a large 
redistribution of capital relative to savings’ (1999; 
40). Consequently, domestic savings-investment 
relations might prove persistent. Under such 
conditions, we would be wrong to infer low 
levels of capital market integration. Yet, though 
plausible, the empirical evidence does not bear 
this out. For, although there was, indeed, some 
convergence in returns on investment in the 
1970s between the developed economies, this has 
given way to subsequent divergence (Hirst and 
‘Thompson 1999: 41). Again, the paradox remains. 

3. In growing desperation, perhaps, international 
macroeconomists have increasingly turned to 
hypothetical solutions to the paradox. If, they 
suggest, the global economy had experienced a 





productivity shock, we would expect profitability 
to increase. This would result, in turn, in an 
increased propensity for both savings and 
investment. Under such conditions, the anticipated 
correlation between savings and investment 
‘would be spurious, at least in terms of the degree 
of capital market integration—as it would be 
generated in the absence of domestic investment 
being sourced from domestic savings (Ghosh 1995; 
Rodseth 2000: 164). This hypothetical solution to 
the paradox is both plausible and ingenious, but it 
is significantly compromised by the fact that such 
productivity shocks are both relatively rare and, 
generally, short-term in nature. The persistent 

and seemingly long-term character of domestic 
savings-investment correlations (first observed in 
1980) would suggest that a productivity shock is 
simply not responsible for the Feldstein-Horioka 
paradox. 


> 


Rather more plausibly, it has been suggested 
that economists have tended to draw the wrong 
(or, atleast, an exaggerated) inference from the 
persistence of domestic savings-investment 
correlations. For, while in a perfectly integrated 
textbook capital market we might expect such 
correlations to tend to zero, in a real-world capital 
market, even a highly integrated one, we would 
expect some correlation to persist (Watson 2001). 
Real markets are not perfectly integrated, nor are 
they likely to become so. Whether this provides 
the elusive ‘solution’ to the ‘Feldstein-Horioka 
puzzle’ or merely demonstrates further the 
dubious nature of the premises which continue to 
inform influential understandings of globalization 
(as reflected in unrealistic expectations about the 
degree of capital mobility we should expect to see) 
isa moot point. 
Finally, although we still lack the time-series data 
to confirm this, savings-investment correlations are 
almost bound to have intensified since the advent of 
the Global Financial Crisis as investors have grown. 
nervous of holdings and stakes denominated in other 
currencies. 


The expressed and exhibited 
preferences of financial market actors 


‘A persistent theme of this chapter has been the dispar- 
ity between the a priori theoretical assumptions made 
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in the conventional literature about the preferences 
of economic actors (principally investors) and the 
actual preferences of such actors (as revealed in their 
conduct). We have seen how the behaviour of foreign 
direct investors is rather different in ‘reality’ from that 
attributed to them in much of the existing literature 
The same is equally true of financial investors, how- 
ever more intuitively plausible the conventional as- 
sumptions may seem for such actors. 

Here, the recent work of Layna Mosley (2003) 
is especially notable. Mosley’s work is unique in the 
existing literature in its attempt to gauge empirically 
both the expressed preferences of market participants 
through an extensive series of interviews with fund 
managers, and the revealed preferences of market par- 
ticipants through a detailed statistical analysis of their 
investment decisions. Her conclusions are extremely 
important and do some considerable damage to the 
conventional wisdom. 

‘Though the liberalization of financial markets 

has certainly increased the speed, severity, and sig- 
nificance of investors’ reactions to government policy 
(as the Global Financial Crisis attests well), capital 
market participants appear far less discriminating or 
well informed in their political risk assessment than 
is conventionally assumed. For advanced capitalist 
democracies, the range of government policies con- 
sidered by market participants in making investment 
decisions is, in fact, extremely limited, As Mosley 
explains: 
G6 Governments are pressured strongly to. satisty 
financial market preferences in terms of overall inflation 
and government budget defci levels but retain domestic 
policymaking latitude in other areas. The means by which 
governments achieve macropolicy outcomes, and the 
nature of government policies in other areas, do not 
concer financial market participants... [Governments 
retain a significant amount of policy autonomy and 
political accountability. If, for domestic reasons, they 
prefer to retain traditional social democratic policies, for 
instance, they are quite able to do so. 99 


(2003: 305) 


This is a most important finding, all the more so 
given the methodological rigour of the study from 
which it derives. It would seem to support Duane 
‘Swank's own important findings. On the basis of a de- 
tailed statistic analysis, he demonstrates the existence 
of a complex interaction effect between welfare state 
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expenditure, on the one hand, and international capi- 
tal mobility, on the other. When budgets are in bal- 
ance, capital market liberalization produces a positive 
effect on welfare effort; when budgets are moderately 
in deficit there is no effect; and when budget deficits 
exceed 10 per cent of GDP, the effect becomes nega- 
tive. As Swank concludes, contrary to the prevailing 
consensus: 


6 ses in international capital openness, or exposure 
to international capital markets, do not exert significant 
downward pressure on the welfare state at moderate 
levels of budget imbalance [and] when budget deficits 
don't exist, some expansion of social protection is possible 
even in the context of international capital mobility. 9 J 


(2002: 94) 


It would seem that the constraints imposed by 
financial market integration on domestic political 
autonomy, certainly in the advanced capitalist econo- 
mies, have been grossly exaggerated. Yet, the picture 
is not an undifferentiated one. For developing coun- 
tries, as Mosley again demonstrates in considerable 
detail, financial market participants are rather more 
exacting in the demands they make of government 
policy and correspondingly more severe in the con- 
straints they impose. Additionally, the Global Finan- 
cial Crisis will almost certainly result in a certain 
recalibration of financial market actors’ risk assess- 
ment and evaluation. 


KEY POINTS 


+ There is ittle evidence of systematic state retrenchment 
at the hands of globalization. 

+ Theres little evidence of systematic convergence or dual 
convergence between madels or varieties of capitalism 
under conditions of globalization, 

+ The impact of globalzation of the nation state suggested 
in the hyperglobalization thesis has been challenged 
empirically by a number of authors. They have pointed to 
the less than unprecedented degree of integration of the 
slobal economy today, the positive correlation between 
‘openness and public spending, the factors which attract 
foreign direct investors, the regional and triadic character 
of international trade and investment, the far from 
fully integrated character of financial markets, and the 
investment behaviour of financial market actors. 











Conclusions 


‘What are we to make of this? Well, the overall pic- 
ture that emerges is rather more complex than that 
wwe began with. While the economic processes usually 
labelled ‘globalization’ have led to a greater degree of 
‘economic integration than at any point in the post-war 
period, current levels of economic interdependence 
are neither unprecedented historically nor perhaps as 
genuinely ‘global’ asis invariably assumed. 

‘The impact of such processes on the capacity, au- 
tonomy, and sovereignty of the state is also complex. 
For, while there is certainly some evidence of state 
retrenchment in the decades prior to the crisis, espe- 
ally once one controls for the higher demands placed 
upon welfare states by demographic change and 
higher rates of unemployment, there would seem to 
be no clear evidence that globalization is the driver of 
this retrenchment—and that retrenchment has since 
been reversed. Indeed, the evidence reviewed in the 
previous section would strongly suggest that the con- 
straints imposed upon domestic political autonomy 
by heightened levels of economic integration (with 
respect to trade, foreign direct investment, or finance) 
have been both exaggerated and misunderstood. Yet, 
this does not mean that globalization has had no im- 
pact on the nation state—merely, that we need to be 
extremely cautious in attributing state retrenchment 
to globalization. 

Rather more plausible, and sadly overlooked in 
much of the existing literature, is the impact of ideas 
about globalization. If it is conceded that policymak- 
crs increasingly view the world they face through a 
series of assumptions about globalization, then their 
conduct in office is likely to be shaped significantly by 
those assumptions. Arguably, then, the idea of globali- 
zation may be more influential in shaping the devel- 
opmental trajectory of the nation state today than the 
reality of globalization (see Box 11.6). 

‘This raises an important point about democratic 
legitimacy and accountability today. For, it is all very 
well to argue that state autonomy remains essentially 
intact in an era of globalization. But, if such auton- 
omy is perceived to have been eroded by all credible 
candidates for political office, then such autonomy 
is purely hypothetical. While globalization may not 
have narrowed the field of democratic choice itself, 
the idea of globalization may well have done so—as 
parties across the political spectrum converge ona set 
of prudent economic and social policies designed to 


The Role of Ideas about 
Globalization: Tax Competition 
between States 


‘Consider tax competition between states. The 
hyperglobalization thesis suggests that ina gobalzed context 
characterized by the heightened mobility of capital, vicious 
competition between states will serve to drive down the level of 
corporate taxation. Accordingly. any failure on the part of a state 
to render its corporate taxation levels competitive in 
‘comparative terms, through tax cuts, will result in a punitive 
depreciation in net revenue as capital exercises its mobility to 
‘exit. If governments believe the thesis to be true, or find it to 
their advantage to present it as true, they will act in a manner 


To elaborate, were we to envisage a (hypothetical) scenario in 
\which the hyperglobalization thesis were accurate, the free 
‘mobility of capital would, indeed, serve to establish tax 
competition between fiscal authorities seeking to retain 
investors to relocate (see Figure | 1.10). The price of any 
attempt to buck the trend is immediate capital fight with 
consequent effects on budget revenue. In such a scenario, any 
rational administration aware (or assuming itself to be aware) 
of the mobility of capital wll cut corporate taxes with the 
effect that no exit will be observed (Scenario 1). Any 
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‘administration foolish enough to discount or test the mobility 
of capital by retaining high levels of corporate taxation will be 
rudely awakened from its state of blissful ignorance or 
‘stubborn scepticism by 2 rapid exodus of capital (Scenario 2). 
na world of perfect capital mobility then, the learning curve is 
likely to prove very steep, indeed, 

‘Were we to assume instead that we inhabit a world in which the 
mobility of capital is much exaggerated and in which capital has a 
dear vested interes in threatening et, the scenario unfolds 
rather differently, Here, fiscal authorities hild into accepting the 
hhyperglobalization thesis by the (ultimately hollow) eait threats 
oF capital wil cut rates of corporate tax, (falsely) attributing the 
Jack of capital fight to their competitive taxation regime 
(Scenario 3). Yet, were they to resist this logic by calling capitals 
bluff, they might retain substantial taxation receipts without fear 
Of capital fight (Scenario 4). The crucial point, however, is that 
“while poltcians believe the hyperglobalzation thesis—and act 
pon it—we cannot differentiate between Scenario | (in which 
the thesis true) and Scenario 3 (in which itis false). Though in 
Scenario |, globalization isa genuine constraint on political 
autonomy and in Scenario3 its merely a socal construction, the 
‘outcomes are the same. As this suggests, tis ideas about 
‘gobalzation rather than globalization per se that affects politcal 
“and economic outcomes. Ths makes the role of international 
institutions in the dissemination of ideas about globalization 
especially significant. 

Source: Aap fromm Hay (2002: 202-4), 


Figure 11.10 The idea of globalization 
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appease footloose multinational investors. Arguably, 
this has much to do with the widespread contempo- 
rary disaffection with liberal democratic regimes (see, 
for instance, Pharr and Putnam 2000; Hay 2007). De- 
mocracy is no less a casualty in such a scenario. This 
makes the public scrutiny of influential assumptions 
and ideas about globalization a most urgent political 
priority. Itestablishes, once again, the phenomenal im- 
portance of the ongoing controversy that surrounds 
the question of globalization’s impact on the state. 
One final point might also be noted. While there 
is, in fact, little evidence for the thesis that the nation 
state's capacity and autonomy has been significantly 
eroded by virtue of globalization, it is, nonetheless, 
the case that globalization poses a series of prob- 
lems for the nation state which it has never had the 
capacity to deal with. We have seen, and are likely 
to continue to see, a proliferation of interlinked and 
genuinely global political, economic, and, above all, 
environmental problems requiring, for their resolu- 
tion, effective institutions of global governance. This 


final pointis perhaps the most troubling of all. tis cer- 


capacities of the state. Yet, the problem of the lack of 
the political capacity to deal with urgent global prob- 
lems in an effective and democratic way remains. The 
challenges we face are essentially twofold: 


1. To find ways of designing effective and democratic 
institutions of global governance capable of 
commanding political support and legitimacy. 

2. To find ways of passing responsibility and, indeed, 
sovereignty from a system of nation states that still 
provides the focus of political identification and 
citizenship to such institutions, 

At the point at which we prove ourselves capable of 

responding to both of these challenges, we might le- 

gitimately begin to speak of a transcendence (if not 

perhaps a crisis) of the nation state. But that point is a 

very, very long way off. 
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imagined? 


|. bs there, or has there been. a crisis of the nation state? 
._ What is meant by the globalization of politics and has it occurred? 

‘What mechanisms can be pointed to suggesting a clear link between globalization and state retrenchment? 

|. What are the key assumptions of the hyperglobalzation thesis! Are they plausible? 

3. bs globalization an agent of convergence, dual convergence, divergence, or continued diversity? 

3. How does the model of the tragedy of the commons’ uminate the problem of global governance? 

‘Assess the evidence for state retrenchment. 

What impact has globalization had on the development of the nation state? 

Are the constraints on the autonomy and capacity of the nation state arising from globalization largely real or 


10. How might the Global Financial Crisis serve to change the relationship between the state and the process of 


sobalization? 
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Reader's guide 


‘The head of a Chinese family said to a BBC interviewer, “You, in the West, all have washing machines, 
and refrigerators, and TVs. Why shouldn't we Chinese have the same” Migrants flooding into Europe 
and North America voice the same aspiration. According to the free market argument, also known as the 
‘neo-liberal globalization argument, an international economic order in which nations are as closely inte- 
grated to each other as the states of the United States or atleast the members of the European Union— 
's0.as to make it very easy for goods, services, capital and people to move quickly across borders without 
having to face government intervention’—is the best type of world order to ensure that ordinary peo- 
ple everywhere enjoy substantial improvements in capabilities for human flourishing—including wash- 
ing machines. The same type of world order also tends to drive political systems towards democracy, 
as capitalism and democracy fortify each other. The argument concludes that free markets and steady 
movement towards ever closer integration broadly align the interests of rich countries and poor coun- 
tries, dominant classes and subordinate classes, thanks to the way that free markets open opportunities 
and ensure that profit: maximizing firms allocate resources to their most efficent uses (not to cronyism 
‘or an easy life). The present income gaps between North and South, core and periphery, and rich and 
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poor people are just lags in the catch-up of the poor world to the prosperity of the rich world, not a 
result of a global hierarchy inherent in the system of capitalist economies organized into nation states. 

In the absence of global government, knowledge of the trends in global growth, inequality, and pov- 
erty is not of operational interest to any government. But the knowledge is of operational interest to the 
nearest we have to global economic government, namely the global economic multilateral organizations 
(GEMs) such as the World Bank, the International Monetary Fund (IMF), the World Trade Organization 
(WTO), and interstate organizations of more limited scope, such as the Asian Development Bank and the 
‘Organisation for Economic Co-operation and Development (OECD). Since the 1980s, these bodies have 
been mandated by their member states to implement what has come to be known as the Washington 
‘Consensus—to deregulate markets, privatize public enterprises, promote ‘maximum shareholder value’ as 
the objective of firms, cut taxes and public spending, open national economies to cross-border trade and 
investment, and harmonize national regulations so as to give economic actors a global ‘level playing field’ 
undistorted by state restrictions. The globalization argument provides the intelectual legiimacy for this 
‘mandate, and warns that mutual benefits willbe at risk if countries start to backslide on market iberalization. 

‘The Washington Consensus is now appropriately called the Washington-Brussels Consensus—as 
seen in the fact that the ‘austerity’ agenda imposed by northern Europe and the IMF on southern 
Europe in the wake of the Eurozone crisis of 2010 is justified by the same broad ideas. Global condi- 
tions as of early 201 6—with hardening prospects of a new slump in economies still to shake off the 
crisis of 2008, amplified by tit for-tat trade wars (notably in steel between the European Union, Japan, 
and South Korea on one side and China on the other)—raise doubts that it willbe possible to return 
to the pre-2008 growth regime of ‘finance-driven globalization’. Developing and developed countries 
alike must rethink their globalization strategies (UNCTAD 201 5a, 2016). 

This rethinking is all the more necessary because, as this chapter shows, the evidence for the global- 
ization argument, especially the finance-led variant, isnot as robust as the policy mainstream presumes. 
‘The chapter begins with an examination of trends in globalization over the past century, and the kind of 
evidence provided by mainstream economists to support the argument. Then it turns to a description 
of global-level trends in growth, inequality, and poverty over the past few decades, and shows how 
cour knowledge is dappled with ambiguity, not nearly as favourable to the ‘globalization works’ argu- 
_ment.as the policy mainstream presumes. The penultimate section suggests why the consensus among 
economists about the virtues of globalization has been so resilient. The conclusion summarizes, and 
spells out some challenges for economists, especially in the field of professional ethics. 

Much of the discussion is framed with the convenient—but too simple—dichotomy between de- 
veloped and developing countries. Keep in mind the proportions. In 2014 developing countries ac- 
counted for 84 per cent of the world’s 7.2 bill people, and about 35 per cent of world output. The 
average resident of developing countries has a share of world output equal to roughly one tenth that 
of the average resident of developed countries—after decades of ‘development’. Why? 

G6 the laws of economics are like the laws of engineering. One set of laws works everywhere, 
[They may be summarized as:] privatization, stabilization and liberalization. 99) 
(Lawrence Summers (1991) quoted in Klein 2007: 218) 


6 6 Today, we havea virmal consensus across the political spectrum in government on a least chree 
points: our public spending must diminish, our economies still have too much inflexibility and we 
aren't competitive enough. 9 9 

(Jean-Claude Trichet, former governor of the Banque de France and the European Central Bank, 2016) 


66 sy gen decision you make youl end up with a 30 80 49 per cent chance idk not going 60 
work ... You can't be paralyzed by the fact that it might not work out. On top of that, after you 
have made your decision, you need to feign total certainty about it. People being led do not want 
to think probabilistically. 9 

(President Obama, quoted in Lewis 2012: I7-2) 


Introduction 


‘Globalization'—a portmanteau word embracing high 
integration of national economies in terms of trade, 
investment, and finance, and an ideology, favouring 
privatization and market liberalization—became a 
‘buzz word across the social sciences in the second half 
of the 1990s. Its ascent was synchronized with the 
post-Cold War revival of an older Euro-American ideal 
of the ‘mission to civilize’. 

The ‘international community’, asthe European and 
North American states call themselves, sees as its duty 
to bring capitalism and democracy to less fortunate, 
poorer nations in the global South; and thereby to ex- 
pand sources of supply and demand, to mutual benefit. 
As US Secretary of State Condoleezza Rice explained, 
itis America’s job to remake the world order, in its own 
image (2008). Where necessary this should be done by 
“hard power’ military intervention, as in colonial days, 
or by economic sanctions (Russia, Iran, North Korea); 
but normally it should be done by ‘soft power’, by 
persuading peoples everywhere that capitalist globali- 
zation brings large mutual benefits—more than con- 
flicting interests—in terms of higher economic growth, 
widening opportunities, falling poverty, and falling 
inequality. International organizations run largely by 
Euro-American states, such as the World Bank, the IMF, 
and the OECD are key agencies for propagating belief 
that a world order based on globalization policy as the 
best route to higher income and wealth. Liberalizing 
trade and inward foreign investment, freeing domestic 
markets from state restrictions, privatizing the provi- 
sion of infrastructure and public services, cutting taxes, 
and ‘good governance’ reforms have become central to 
their modus operandi in developing countries. Bilateral 
aid programs of Euro-American states and Japan back 
up their efforts; as does a dense network of neoliberal 
think tanks devoted to spreading and defending the 
orthodoxy, many of them spawned and coordinated 
by the Mont Pelerin Society and the Atlas Economic 
Research Foundation (since 2011, Atlas Network). 

‘The term ‘globalization’ only became prominent in 
the 1990s but the underlying ideas about appropriate 
public policy—often called ‘neo-liberalism’—began 
to crystallize as ‘global policy’ around 1980. This hap- 
pened in the wake of the breakdown of the Bretton 
Woods economic architecture in the early 1970s, fol- 
lowed by rising inflation, the rise of free market po- 
litical movements starting in the United States and 
Britain, and the collapse of the West's unifying enemy, 
the communist bloc, in the late 1980s. Neo-liberalism 
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has provided the model for global policy ever since. 
The Crash of 2008 and ensuing great recession have 
done little to blunt its hold, in contrast to the social 
democratic response to the Crash of 1929 in North 
America and parts of western Europe. 

What is the meaning of ‘neo-liberalism’ and ‘global 
policy? Neo-liberalism is an economic philosophy 
about the best way for an economy to create wealth 
and widely distributed material well-being. One of its 
founding fathers was Friedrich Hayek (1899-1992), who. 
developed it in opposition to the economic philoso- 
phies of Nazism, Fascism, Stalinism, and John Maynard 
Keynes (1883-1946). Hayck emphasized that individu- 
als operating in a market have only fragmented knowl- 
edge of particular circumstances close to them, rather 
than holistic or encompassing knowledge of economy 
and society. Moreover, no central organization can have 
reliable knowledge—or knowledge more reliable than 
the aggregation of undirected market exchanges. So 
the state should maintain social order, enforce prop- 
erty rights and free entry to sectors, and ensure market 
competition anda stable financial system. It must not try 
to stimulate the growth and diversification of produc- 
tion, let alone impart directional thrust, and must not 
attempt to redistribute income and wealth more than 
‘marginally. Itshould support capitalists in their relations 
with ‘labour’, for capitalists are the creators of wealth 
and employment. Hayek accepted, in passing, that 
guaranteeing to all ‘some minimum of food, shelter and 
clothing, sufficient to preserve health’ would notendan- 
ger ‘general freedom’; and he approved, in passing, of 
publicly provided healthcare on grounds that no fair 
market price could be determined (1944: 120). But be- 
yond these limits, he said, lies ‘the road to serfdom’, 
totalitarian regimes. Hayek's melding of neoclassical 
economics with a political philosophy emphasising 
maximum freedom of the individual—particularly of 
the owners and managers of capital—is the basis of 
modern neo-liberalism. 

‘The philosophy recognizes that markets may some- 
times fail, but asserts that—with exceptions related 
to ‘public goods'—the costs of state ‘intervention’ to 
fix market failures are generally higher than the ben- 
efits (where benefits are calculated with reference to 
the model of perfect competition as the ideal). In its 
modern version, it calls for wage growth to be kept 
below productivity growth (allowing incentivizing 
profits to grow as a share of national income); for 
monetary policy to target inflation and let employ- 
ment take care of itself; for central banks to be ‘inde- 
pendent’; and for fiscal policy to sustain no more than. 
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low budget deficits in the context of no more than 
slightly progressive income taxes. It downplays the ag- 
gregate demand side of the economy as a subject for 
public policy; and therefore also downplays how high in- 
equality of income and wealth restrict demand andleave 
floods of financial capital sloshing around the world in 
search of higher short-term returns. Western econo- 
‘mies applying this doctrine since the 1980s have staved 
off the resulting tendencies to stagnation mainly by 
some combination of increased public and private bor- 
rowing (notably in the US), booms in financial assets and 
real estate, and increased exports, this combination gen- 
crating the impetus to the North Atlantic Crash of 2008, 
the eurozone crisis of 2010, and perhaps an ‘emerging 
market’ debt crisis or US stock market crash to come. 

As for ‘global policy’, the phrase means policy de- 
veloped by actors who claim to think for the world 
and who play an advocacy role in multiple states and 
transnational forums. Examples of global policy actors 
include the above-mentioned interstate organizations, 
private bodies like the International Accounting Stand- 
ards Board, transnational think tanks, and also power- 
ful national agencies like the US Treasury and State 
Department, and the UK Treasury. 

Economists, especially those of the Anglo-Amer- 
ican school (the pinnacle of economics worldwide, 
outside of North Korea, Iran and a few other places), 
have championed the globalization world order pro- 
ject. They argue that the general movement towards 
free market policies and mobile production after 1980 
caused a general movement towards income conver- 
gence rather than divergence, towards less poverty 
and more equality. According to Martin Wolf, the dis- 
tinguished columnist for the Financial Times and au- 
thor of Why Globalization Works (2004a, 4): 


6 6 cannot make sense to fragment the world economy 
more than it already is but rather to make the world 
economy work as if it were the United States, or at least 
the European Union ... The failure of our world is not 
that there is too much globalization, but that there is too 
litle. The potential for greater economic integration is 
barely tapped. 99) 


A senior economist of the premier investment bank 
Goldman Sachs coined BRICs to bracket Brazil, Russia, 
India, and China as large and fast growing “emerging 
markets’, presented as only the top of a wider ‘rise of the 
South’, signalling an historic change in the distribution 
of economic weight and political influence in the world 
economy—and in where smart investors should put 


their money. The president of the World Bank, Robert 
Zoellick, declared in 2010 that the distinction between 
developed and developing countries was now obsolete. 


GO iF 1585 saw the end of the ‘Second World” with 
‘Communism’s demise, then 2009 saw the end of what 
was known as the ‘Third World’. We are now in a new, 
fast-evolving multipolar world economy—in which some 
developing countries are emerging as economic powers; 
others are moving towards becoming additional poles of 
growth; and some are struggling to attain their potential 
within this new system. 99 


(Zoellick 2010) 


In effect, Zoellick was saying that we are at the end of 
the Truman era—which began in the early post-war 
years when President Truman called on the West to 
take up the challenge of using ‘our’ knowledge and 
resources to deliver development to the rest of the 
non-communist world. 

We can agree that economic development, in produc- 
tion and consumption, has never proceeded so fast and 
on sucha wide front in the world economy asithas since 
the 1950s, We can also agree that both low- and middle- 
income countries have grown at some 3 to 5 percent- 
age points faster than the high-income countries from 
around 2003 to 2012—a historically unprecedented gap 
in favour of developing countries. The four BRICs shot 
up the world ranking of gross national income (GND, 
between 2000 and 2013 (by the World Bank's Atlas 
method, in current dollars)—China from seventh to 
second biggest economy, Brazil from ninth to seventh; 
Russia from twenty-first to ninth; and India from thir- 
teenth to tenth. China and India’s ascent puts them in 
line to regain their position as the two biggest econo- 
mies, which—with the two biggest populations—they 
‘occupied for about 1,800 of the past 2,000 years. 

(On the other hand, they remain far down the rank- 
ing of average incomes: China in 2013, 85th, up from 
123rd in 2000; India in 2013, 145th, up from 148th in 
2000. (Take these rankings with a grain of salt, be- 
cause different ways of comparing income and pro- 
duction produce different rankings.) Never before 
have the world’s ten biggest economies included sev- 
eral far down the ranking of average income. Earlier, 
the G7 countries, which constituted the top table of 
global economic governance, were highly ranked in 
both GDP and GDP per capita, making for a broad 
homogeneity of interests. Today, the same cor- 
relation within the G20, which calls itself the new 


top table of global economic governance, is much 
lower, greatly complicating global agreement. 

Most analysts present ‘the rise of the South’ as 
the pay-off from decades of patient globalization. 
Implicitly using linear projections, they expect catch- 
up growth in developing countries to continue in- 
definitely, with occasional blips. They stress that the 
world’s governments—especially those of developing 
countries—should keep pushing ahead with market 
liberalization as the core of their (micro) economic 
policy agenda; leavened in the past two decades by 
the magical ingredients of “good governance’ and 
‘anticorruption’. But while governments should keep 
expanding the scope for ‘exchange’, they should not 
get their hands dirty by directly boosting production 
capabilities. In particular, they should not undertake 
‘industrial policy’ to accelerate the diversification of 
production structures (beyond what would result 
from generic improvements in infrastructure and 
market institutions), such as the industrial policy prac- 
tised by the East Asian capitalist governments during 
their fast-industrialization phase, or the more primi- 
tive type of industrial policy practised by the US and 
continental Europe as these regions caught up with 
Britain, the first industrializer. 

For example, the World Bank has long deployed 
the Country Policy and Institutional Assessment 
(CPIA) formula to score countries by the “goodness- 
for-development’ of their policies and institutions, and 
then factors the score into its lending decisions and 
country dialogues. The scoring criteria for the trade re- 
gime imply that a completely free trade regime is best 
for development. The criteria for labour markets give 
the highest score to countries with minimal worker 
protection and maximum employer flexibility (Wade 
2010). Asof 2016 the World Bank and other such organi- 
zations no longer preach a hard version of the Washing- 
ton Consensus; but a fairly hard version remains wired 
into their cultures and their operating procedures. 

Legitimized by the Washington Consensus, most de- 
veloping country governmentshave sought toaccelerate 
their integration with developed economies by signing 
bilateral or regional trade and investment agreements— 
yet these agreements restrict their ability to comple- 
ment improved market access with the 
and industrial policies needed to intensify input-output 
linkages within the domestic economy. Many of these 
agreements also require ‘investorstate dispute settle 
ment’, by which foreign corporations can sue host gov- 
‘emnments for actions which threaten the corporation's 
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expected future profits (even including regulations to 
curb cigarette smoking or protect rainforests). They 
sue governments at an ostensibly neutral international 
arbitration panel, which operates in high secrecy with 
a pool of lawyers and arbitrators drawn mostly from 
western countries, who face obvious conflicts of inter- 
est (the prosecutor for a corporation today may be an 
arbitrator tomorrow for a case prosecuted by today’s 
arbitrator). The panel cannot adjudicate governments 
suing corporations for failure to fulfil their responsibili- 
ties. Such panels have awarded damages against govern- 
‘ments running into billions of US dollars, and even just 
a corporation's threat to bring a suit has been enough to 
chill socially responsible regulation. 

‘The owners and managers of Western capital remain, 
post-Crash, powerful advocates and lobbyists for neo- 
liberal globalization. They managed to convert the ini- 
tial policy response of a Great Re-regulation in 2009 into 
the Great Escape from regulation by 2011. They have 
used the Crisis to push governments—secking to reduce 
public debt—to privatize public services and thereby 
convert state provision of public goods out of general 
taxation into private provision of services (health, edu- 
cation, transport, other infrastructure) financed by ar- 
rangements (often state-guaranteed) which generate 
near-monopoly profits for private capitalists; while gov- 
ernment have also enabled banks to blow politically 
popular house price bubbles, politically popular because 
they seem to boost individuals’ principal source of wealth 
and protection against failing pensions. In turn Western 
governments continue to push the international organi- 
zations that intermediate between them and developing 
country governments to advocate neo-liberal globaliza- 
tion norms, with qualifications at the margins. 

Blessed by these norms, the post-Crash system of 
financial regulation still allows banks to remain ‘too 
big to fail’ (a dozen banks now dominate the world’s 
financial system, as before 2008, which each own assets 
of more than $1 trillion whereas economies of scale 
in banking fall away beyond assets of around $100 bil- 
lion). Some banks have been fined, but not senior bank- 
crs; yet no company can break the law unless people 
in the company break the law—to fine companies but 
not people is like fining Route 66 for speeding. Gov- 
cernments have relied largely on ‘quantitative easing’ of 
monetary policy tostimulate aggregate demand, which 
tends to generate asset booms and raise the share of 
wealth held by the already rich. The post-Crash system 
of financial regulation is a recipe for more rounds of 
the doomsday cycle of bubbles and ‘trubbles'—Ieading 
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to further entrenchment of ‘oligarchic-impunity capi- 
talism’ in the politically powerful sectors. 

‘The Swahili proverb says, ‘Until the lions have their 
‘own historians the history of hunting will always glo- 
rify the hunters’. The praise for globalization, and the 
hard-wiring of neoliberal globalization norms into 
international treaties and the operating procedures of 
international organizations, illustrates history being 
written and rules being set by the winners. Iris in line 
with what could be called a ‘law’ of modern-era power 
hierarchies: elites legitimize their success in terms of 
universalistic, meritocratic qualities like initiative, hard 
work, and Christianity, and legitimize others’ lower 
rank in terms of their failure to match these qualities 
(their dedication to identity politics, corruption, lei- 
sure). Hence we have a vast literature on ‘poor eco- 
nomics’, but no ‘rich economics’. ‘Poor people’ are a 
problem for social scientists, ‘rich people’ are not. 

This chapter argues that economists, who collec- 
tively have more influence over the life-chances of 
others than all other social scientists, have oversold 
the virtues of market liberalization, displaying confi- 
dence in derived policy prescriptions well beyond the 
evidence. Their confidence in advocating always more 
market liberalization (less crowding out by govern- 
ment), more market integration, in both developing 
and developed countries (‘ever closer integration’ in 
the European Union), overlooking the question of 
how governments can help to shift the structure of 
the national economy towards higher value-added 
activities, is part of a more general pattern of down- 
playing the limits to their expertise and the dangers 
associated with their prescriptions. Of course, many 
academic economists delight in finding theoretical or 
empirical qualifications to the mainstream prescrip- 
tions, and some win so-called Nobel Prizes for doing 
so, But when they—especially their policy colleagues 
in organizations like the World Bank, IMF, and the 
OECD—prescribe what others should do they tend to 
retreat to ‘the free market fundamentals’; and to follow 
a former editor of The Economist who advised young 
reporters, ‘simplify, then exaggerate’ (Economist, 2011). 
In theory a government may produce national eco- 
nomic gains by managing trade in line with an indus- 
trial strategy, they say, but in practice any such project 
will be hijacked by special interests, so free trade is best 
in practice, for national economies and the world. 

The most spectacular recent demonstration of 
hubris is the failure of almost the whole of the main- 
stream economics profession in the few years before 








2007-8 to forecast a major recession. As just two ex- 
amples among many, Jean-Philippe Cotis, chief econo- 
mist of the OECD, declared in May 2007, ‘the current 
economic situation is in many ways better than we 
have experienced in years ... Our central forecast re- 
mains quite benign .... [We expect the OECD to show] 
strong job creation and falling unemployment’ (Cotis 
2007). Anne Krueger, the American number two atthe 
IMF, announced in May 2006 that ‘the world economy 
has rarely been in better shape’ (lecture at Claremont 
McKenna College; see also Wade 2016). One reason 
they got it so wrong is that the OECD, IMF, the Bank 
of England and most other such organizations have 
long used macroeconomic models—‘dynamic sto- 
chastic general equilibrium’ models—whose few fi- 
nancial variables are made to depend on real economy 
variables. They can handle an invasion from Mars bet- 
ter than they can handle a tightening of credit. They 
continue to be used despite their long track record 
of failing to forecast recessions even one year ahead. 
Indeed, the IMF, in its annual forecasts from 1999 to 
2014, has failed to anticipate any of the 220 cases when 
a member country had a recession the following year. 
fier reviewing evidence on the performance of the 
world economy in terms of economic growth, income 
inequality, and poverty, we will have a better idea of the 
“epistemic uncertainty’ around economists’ prescrip- 
tions for more globalization, and the dangers posed by 
the combination of economists’ high influence over the 
life-chances of others, their epistemic certainty, and their 
epistemic superiority vis-i-vis the public they serve. 


Economic growth in long-term 
perspective 


Most national economies have experienced increases in 
average real income in most years since around 1960. 
We take this as normal, but on a scale of millennia it 
is completely exceptional. Earlier, growth of produc- 
tion (perhaps due to the introduction of irrigation or 
other land-productivity-raising technology) was trans- 
lated into higher birth rates to the point that the original 
living conditions were restored, a trend known as the 
‘Malthusian trap. Moving from where economic growth 
is exceptional to where it is normal amounts to a revolu- 
tion in human civilization, up there with the Greeks and 
the Renaissance in the annals of human achievement. 
One indicator of improving performance is the rate 
of growth of global production: over the eighteenth 


century, 0.3 per cent per year; the nineteenth century, 
1 per cent; 1900-60, 2.4 per cent; 1960-2000, 4 per cent, 
meaning that in these 40 years it went up five times 
(Lucas 2004). Meanwhile world population doubled 
from about 3 billion to 6.1 billion during 1960-2000, 
at 1,7 per cent per year; so production per head rose at 
2.3 per cent per year. 

Another indicator is world average life expectancy 
at birth. It rose from about 25 years in 1800-1900, 
to 47.7 years in 1950-5, to 66.4 years in 2000-5. The 
other side of rising life expectancy is falling childbear- 
ing. Eighty-three countries, with 46 per cent of the 
world’s population, now have fertility below replace- 
ment rate of 2.1 births per woman. Only 9 per cent 
of the world’s population, almost all in Africa, live in 
countries with pre-industrial fertility rates of five or 
six children per woman. 

However, until the 2000s average incomes grew 
more slowly in most of the developing world than 
in the developed world, especially in the last two 
decades of the twentieth century (when the globali- 
zation policy agenda was most strongly asserted). 
Today the average income gap between the 20 poor- 
‘est economies and the United States is around 18-20, 
three times the figure for 1900. The larger part of 
global income inequality (inequality in the distribu- 
tion between all the people of the world shoulder to 
shoulder, irrespective of country) has been, since the 
Industrial Revolution, horizontal, meaning inequal- 
ity of average incomes in different places, rather 
than vertical. Cecil Rhodes, the nineteenth-century 
philanthropist and champion of British imperialism 
and South African apartheid, captured horizontal 
inequality when he declared, ‘Remember that you 
are an Englishman, and have consequently won first 
prize in the lottery of life.’ The little island off the 
coast of northwest Europe, Great Britain, in 1913 
controlled colonies 125 times larger than itself, cover- 
ing a quarter of the Earth’s land area and 24 per cent 
of world population. Rhodes could also have iden- 
tified northern Europeans and North Americans as 
winners of the first prize, because these regions also 
forged ahead of the rest of the world in material liv- 
ing conditions through the nineteenth century. 

“Catch-up growth’ in a late-developing country 
fast enough and sustained enough for it to attain an 
average income of, say, 80 per cent of the average 
of the developed countries within half a century, 
has been rare. One main reason is that developed 
countries have typically tried to prevent developing 
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countries from entering or remaining in dynamic 
sectors or segments of value chains with increasing 
returns to scale. That is part of what being a devel- 
oped country is all about. During colonial times, 
actors in the European colonial project—govern- 
ments, militaries, companies—created dependent 
colonial and New World slave economies to which 
they outsourced land-intensive production. This 
structure delivered an ‘agricultural windfall’, which 
allowed labour at home to be used for industrializa- 
tion, and provided an export market for manufac- 
turers. Having created this hierarchical structure, 
European and then North American actors had mul- 
tiple means to sustain it. By mid-twentieth century 
they had established a powerful institutional com- 
plex for scientific discovery, where companies, pub- 
lic agencies and universities combine to transform 
discoveries into technological innovations, gener- 
ating innovation-led, high value-added growth. A 
prime example of a developmental state is the US, 
whose industrial policy has been at least as vigor- 
ous and effective as anything in East Asia; but it is a 
developmental state in disguise, and one could even 
say that the most effective US industrial policy is to 
make the rest of the world believe that the US does 
not do industrial policy (Lazonick 2008; Block and 
Keller 2011; Mazzucato 2013; Wade 2014, in press), 

Just how difficult itis to achieve ‘catch-up’, let alone 
‘leapfrog’ growth is suggested by the small number 
of non-Western countries that have become devel- 
oped in the past two centuries, even stretching the cat- 
egories of ‘non-Western’, ‘developed’, and ‘country’. 
The list includes Japan, Russia, Taiwan, South Korea, 
Hong Kong, Singapore, Israel, maybe a few more. The 
shockingly small number testifies to the difficulties of 
sustained economic development. Notice that most 
of the countries had in common during their fast- 
industrialization phase both small populations and 
one or more powerful external enemy states plausi- 
bly threatening to end the state’s existence. Without 
this unifying threat, state incumbents might have been 
tempted to use their power to strangle opponents and 
redistribute resources to themselves rather than pro- 
mote a national development project able to create 
a polity, economy, and society unified enough to dis- 
suade an external enemy. 

More evidence comes from a World Bank study 
(2013). It identifies 101 countries in 1960 as “middle 
income’. Only 13 reached ‘high income’ by 2008, of 
which four are peripheral western Europe and five are 
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East Asian. Of the 13, 70 per cent have populations of 
fewer than 20 million; only one is more than 50 mil- 
lion (Japan). In this study the income thresholds are 
defined in absolute terms 

A study by IMF researchers (Cherif and Hasanov 
2015) defines income thresholds in terms of percent- 
age of US GDP per capita (SPPP 2005, Penn World 
Tables 8.0). In a set of 167 low- and middle-income 
countries in 1970, only 9 reached high income by 2010 
(the 75th percentile of the income distribution, at 
46 per cent of US GDP per capita). Of these, 7 were 
small European countries, which had already reached 
upper-middle-income by 1970 (Cyprus, Czech Repub- 
lic, Greece, Ireland, Malta, Portugal, Slovenia). 
two were non-European: Taiwan and South Korea. 
‘The latter shot from around 20 per cent of US income 
in 1970 to more than 65 per cent in 2010. In contrast, 
Malaysia was about 20 per cent in 1970 and 26 per 
cent in 2010. Thailand and Chile had roughly similar 
performance as Malaysia (Chile doing better over the 
2000s thanks to the rise in copper prices). 

Other researchers, also at the IMF, find that middle- 
income countries tend to experience more volatile 
growth than either low- or high-income countries, 
with periods of super-fast growth (GDP growth at 
6percenta year or more) followed by protracted slow- 
downs (Aiyer et al. 2013). 

Putting this and still more evidence together, we 
can conclude that a country going from lower middle 
to high income in fewer than four or five decades con- 
stitutes something of a ‘miracle’. Some researchers 
conclude that the world economy contains a ‘middle- 
income trap’ (or ‘non-convergence trap’ or “middle- 
capabilities trap’). Taken literally the idea of a ‘trap’ 
implies no possibility of reaching high-income, which 
is absurd (Felipe et al., 2014). But taken as a metaphor 
(like ‘glass ceiling’), it highlights that the great major- 
ity of middle-income countries have remained in the 
middle-income range for several decades longer than 
the East Asian success stories, growing more slowly 
and with more ups and downs. Also, the phrase, ‘mid- 
dle-capabilities trap’ usefully highlights the distinction 
between countries which achieve high income on a 
narrow range of exports (oil, diamonds, copper) and 
those with a diversified production structure (Paus 
2014; Ergin 2015). Glass ceiling becomes a ‘glass floor’ 
for high income countries, because very few have 
fallen into the middle income range since 1960. 

‘The fact that only a small number of countries since 
the 1950s have achieved the diversified production 





structures of countries now considered to be ‘devel- 
oped’, and that virtually all are on the European pe- 
riphery or in East Asia, sits awkwardly with neo-liberal 
economics, which encourages the belief that resources 
of all kinds move fairly easily in a market economy 
from lower value-added to higher, as easily as tooth- 
paste from a tube. As tated by Adam Smith (1723-90), 
one of the first theorists of capitalism and a proto- 
globalist, ‘Little else is required to carry a state to the 
highest degree of opulence from the lowest barbarism, 
but peace, easy taxes, and a tolerable administration of 
jjustice, all the rest being brought about by the natural 
course of things’ (1755). Here Smith was surfing on the 
ideological revolution of the Reformation, which had 
reimagined the earlier medieval view of selfishness 
as a human frailty into selfinterest as the basis of the 
good society; which led on to the conclusion that the 
wealthy should have not just power but also moral au- 
thority over the poor, because the wealthy, having suc- 
ceeded through their talents and hard work, provide a 
‘model for the poor. Smith himself later qualified this 
argument in The Wealth of Nations and still more in The 
Theory of Moral Sentiments. But its continuing potency 
today is suggested by the statement of Harvard eco- 
nomics professor Gregory Mankiw, author of a lead- 
ing economics textbook and former Chairman of the 
President's Council of Economic Advisors, that Adam 
‘Smith was right when he said [the above (2006). 

‘The argument implies that the world economy 
is an open system, with no hierarchical structure of 
core, and periphery, in which the prosperity of some 
classes and regions depends on the poverty of others. 
Development is like a marathon race in which the 
rank of each runner (country) is a function of its in- 
ternal strengths, and all runners could conceptually 
cross the finishing line (prosperity) at the same time. 
Anyone who believes this should take another look at 
the short list of non-Western countries that have be- 
come developed in the past two centuries; and at the 
key role of colonial and slave economies in propelling 
the initial forging ahead of western Europe and north- 
east United States. 


Globalization 


Globalization can be traced in quantities as well as in 
ideas, interests, and institutions (three ‘i's’ of global 
political economy). In all these domains the process 
has increased hugely over the past several decades. For 


example, the ratio of flows of goods, services, and fi- 
nance to global GDP rose from around 22 per cent in 
1992 to 53 per cent by 2007—and then down to 39 per 
cent by 2014 (Donnan 2016). 

‘The globalization literature tends to slight the point 
that this increasing market integration has occurred in 
the context of a hierarchically structured world econ- 
omy, with some countries and regions having more 
activity in dynamic, high profit and high wage activi- 
ties, and able to set the rules for others. We can think 
of the structure as a core-periphery model, developed 
countries at the core and developing countries at the 
periphery (some more peripheral than others). The 
two parts are bound together, first, by the tendency 
for supply to exceed demand in the core (a point em- 
phasized by the classical economists and later by John 
Maynard Keynes), making the core dependent on the 
periphery as a source of demand for its (mostly indus- 
trial and service) exports; and second, by the core’s 
dependence on imports of natural resources from the 
periphery. The high-income elasticity of demand for 
industrial and service imports in the periphery and 
low income elasticity of demand for natural resources 
in the core mean that the periphery tends to run trade 
and current account deficits, financed by credit from 
the core (and by aid, foreign investment, and military 
bases). The periphery’s foreign debt—which must 
be repaid in foreign currency, generally US dollars— 
easily rises above its capacity to repay, resulting in 
debt traps, followed by emergency loans from core- 
controlled international organizations and core banks 
freighted with tough privatizing and market-opening 
conditionalities. In this way the core-periphery struc- 
ture tends to reproduce itself, as seen in the ‘middle- 
income trap’. Of course, this is a highly simplified 
model, which omits major real-world complexities 
(including hegemonic rivalries within the core, the po- 
sition of the US as large-scale international debtor, and 
China escaping periphery traps). 

Within the core-periphery hierarchical structure, 
the period from the 1870s to the First World War saw 
the first wave of globalization, on the back of techno- 
logical breakthroughs in coal, steam, iron, and steel, 
transnational railways, and transcontinental shipbuild- 
ing, when the US and Germany emerged to challenge 
Great Britain. The post-Second World War decades up 
to around 1980 saw the second wave, led by the US. 
It was anchored in a new economic structure in the 
core countries, spanning the ‘mass production revolu- 
tion’ and the ‘consumer society’, based on universal 
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electricity, cheap oil, cheap suburban housing, plastics 
and the automobile, and supported by state institu- 
tions which recycled taxes back to businesses and 
various parts of the houschold income distribution 
via the welfare state, public employment, and public 
(including military) procurement, and supported by 
labour unions which obtained wage increases in line 
with productivity and expanded non-work time for 
consumption. Capitalists too supported the compro- 
mise and its tax implications (positive sum game’) 
because the national market was their guaranteed de- 
mand space, so they saw wages as a source of demand 
as well asa cost. Each capitalist still had an incentive to 
screw down on wages, but capitalists had a collective 
interest in paying high enough wages to create suffi- 
cient demand for their products. On the other hand, 
the new economic structure depended on access to 
low cost energy, materials, and manufactured goods 
in developing countries—depended on core-periphery 
inequalities (Carlota Perez, personal communication). 

Both first and second waves constituted ‘shallow in- 
tegration’ between national economies, as compared 
with the ‘deep integration’ to come. They were ‘trade 
globalization’ with relatively immobile production. 
Manufacturing companies stayed in one country and 
produced mostly finished goods for international mar- 
kets. The second differed from the first in that a grow- 
ing share of international trade was ‘intra-industry" 
(German cars to France and French cars to Germany) 
(see Chapter 7). 

Financial globalization began in the second wave. 
‘One milestone was the abandonment, at the start of 
the 1970s, of the fixed exchange-rate regime in place 
since the Bretton Woods agreements in the mid 1940s. 
Floating currencies transferred currency risk to the 
private sector and stimulated the development of cur- 
rency and derivative markets. A second milestone was 
the oil price hike by the Organization of Petroleum 
Exporting Countries (OPEC) in 1973. This resulted in 
large trade deficits in oil-importing countries, includ- 
ing the US, which gave another boost to the interna- 
tional market for US dollars (in which oil transactions 
were denominated) and for cross-border lending, es- 
pecially to Latin America, whose sovereign debt first 
skyrocketed and then tripped the continent into two 
“Tost decades’. 

‘The third globalization wave, ‘production globali- 
zation’, started around 1980 and lasted till around 
2000, again led by the US, on the back of break- 
throughs in information technologies (notably the 
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microprocessor launched by Intel in 1971). These 
innovations enabled Western multinationals to out- 
source manufacturing and services, so as to use cheap 
labour or to be nearer final markets (as joint ventures, 
‘original equipment manufacturers’, or arm’s-length 
suppliers). The third wave was intensified by the end 
of the Cold War and the collapse of the socialist eco- 
nomic system, which merged two separate labour 
forces and investment pools into one; and at the same 
time, India became more open to the capitalist world 
economy than before. Within a short space of time, 
the world labour supply (workers producing for in- 
ternational markets) roughly doubled. Multinationals 
became much less dependent on demand from the 
population of their home countries. The post-war 
class compromise eroded as western capitalists saw 
wages only as a cost, demand coming from elsewhere, 
and as they embraced the norms of “maximum tax 
avoidance’ and ‘winner-take-all’ remuneration. The 
labour share of returns from production fell, the capi- 
tal share went up, inequality rose in most countries. 
Production globalization, and ‘deep integration’, were 
enthusiastically promoted by the western-dominated 
international development organizations, including 
the World Bank and the IMF, under the banner of the 
Washington Consensus policy agenda for developing 
countries. 

Since around 2000 we have been in the fourth wave, 
really an intensification and narrowing of the third: 
“China-centric production globalization’, when Western 
companies looked to China as the favoured production 
site for a wide range of manufactured goods. China's 
ascent marginalized manufacturing in other developing 
countries like Mexico and Brazil, and generated regional 
production chains linking subcontracting firms in other 
parts of East Asia and producers of high value-added 
components in Japan, North America and Europe, 
with assembly firms in China making final products for 
Western markets. By the 2000s Apple, Dell, and many 
other US tech companies had roughly one employee 
in America for ten people producing their products in 
China. Production globalization went with further trade 
liberalization; average world tariff rates fell to about 
6 per cent in 2010 from as high as 40 per cent in the early 
1990s. We may recently have entered a fifth wave. With 
world trade growing at its slowest since the doldrums of 
the 1970s, individuals and companies are sending some 
20 times more data across borders in 2016 than in 2008, 
including data for 3D printing at the use site of compo- 
nents which would earlier have been shipped in. 


Meanwhile financial globalization has been pro- 
ceeding, intertwined like a double helix with waves 
of production globalization. It shows itself in both 
surging volume of cross-border financial transactions 
and institutional and legal liberalization of national fi- 
nancial systems and cross-border capital movements. 
The world of producers and consumers becomes the 
world of creditors and debtors. Giant banks grow at 
the intersection of credit-creation, saving, and invest- 
‘ment, able to extract fast rising returns from the pro- 
ductive economy at every turn. The realm of finance 
dominates the realm of the ‘real economy’—the ratio 
of global financial transactions to global GDP jumped 
from 14 in 1997 to almost 70 by 2012. And more than 
just size, finance now saps industrial capitalism with 
the prospect of easier profits from financial opera- 
tions and real estate than from production. The US, 
with the world’s main international currency, biggest 
capital markets, and population fluent in English (the 
language of international finance), dominates the fi- 
nancial realm even more than it dominates the GDP 
realm, which will probably help to sustain its pre- 
eminent rank among states for decades to come. 

Asboth cause and effect, developed and many devel- 
oping country governments began to rely less on polit- 
ically unpopular taxation and more on politically more 
innocuous borrowing to finance their activities, transi- 
tioning from ‘taxation states’ to ‘debt states’ (Streeck 
2013). They competed to cut taxes and privatize pub- 
lic assets so as to attract foreign capital. Their rising 
dependence on borrowing, plus high cross-border 
mobility of finance (hence low cost of ‘exit’ from any 
jurisdiction), boosted the structural power of finance. 
‘The international balance of power shifted in favour of 
international finance and creditor states (though not 
away from the biggest debtor state of all, the US). Na- 
tional distributions of power in developed and many 
developing countries shifted from representatives of 
domestically oriented groups towards representatives 
of groups whose interests and ideology aligned with 
international finance. Wealthy households and giant 
pension and insurance funds demanded new types of 
financial instruments in which to store and multiply 
their rising share of national wealth. Western financial 
firms looked to developing countries for investment 
opportunities, and rebranded some of them ‘emerg- 
ing market economies’ (EMEs), which sounds more 
promising than ‘developing countries’. 

Globalization policy norms acquired a halo of ‘suc- 
cess’. ‘Reform’ came to mean exclusively changes in a 


free market direction. Reform of a trade regime meant 
less protection, not making protection work better. Re- 
form of corporate governance meant increasing trans- 
parency so that investors can better evaluate the buying 
and selling of shares, not giving voice to employees. 
Reform of public enterprises meant privatizing. Re- 
form of macro policies meant making them more 
friendly to ratings agencies and holders of government 
debt. Reform of public services meant outsourcing of 
government responsibilities and making labour con- 
tracts ‘flexible’, tipping power more firmly to employ- 
ers, On the ground, policy barriers to trade and foreign 
investment fell away as part of a wider move away from 
manipulating relative prices. For example, the world 
average ratio of tariff revenue to GDP fell from about 
27 per cent in 1980 to 10 per cent in 2000. 

On the other hand, government expenditure as a 
share of GDP has remained fairly constant, both in de- 
veloped and developing countries, a disappointment in 
neo-liberal eyes. One reason is that globalization and its 
associated technologies have driven a sharp rise in the 
relative size of the ‘precariat’ in Western economies and 
Japan—people engaged in part-time work who want 
full-time work, people employed for ‘tasks’ rather than 
careers, people without employer provided benefits be- 
yond wages, people employed on ‘zero-hour’ contracts 
who are obliged to be at their employer's disposal 24/7 
butare guaranteed only, normally, 15 paid hours a week. 
“They are the ‘throwaway citizens’ (though a small mi- 
nority flourish as contractors and entrepreneurs on their 
own). Even as the precariat grows, most Western gov- 
‘ernments are trying to cut back on social protection and 
cede more of itto the charity or for-profit sectors, but are 
somewhat constrained by democratic politics and the 
need to offset the tendency to depressed private demand. 
All this underlines the point made by Joseph Schumpeter 
(1883-1950) that capitalism generally, technological rev- 
lutions more specifically, make for ‘creative destruction’ 
(sometimes more creative, sometimes more destruc- 
tive), not just in firms and industries but also in organi- 
zational templates and world views, from which comes 
the ascendancy of those embracing the new ‘common 
sense’ and marginalization of those attached to the old 
common sense (think Detroit to Silicon Valley). 


Globalization as key to improved 
national performance? 


‘The proposition that trade liberalization promotes 
higher welfare at home and abroad appears to be 
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supported by many cross-country studies which find 
that more liberal trade and investment policies gener- 
ate economic dynamism. But these studies often turn. 
‘out to be less than convincing. Identifying causality 
is problematic. Finding that faster growth of trade 
quantities is associated with improved economic per- 
formance does not support the conclusion that trade 
policy liberalization is key to faster trade growth. Trade 
volumes are outcomes of many factors, including an 
economy's overall growth. They are not something 
that government controls directly. Studies of the rela- 
tionship between trade policy (indicated by tariffs and 
non-tariff barriers) and subsequent economic growth 
find no strong relationship (Wade 2010, 2013). The only 
robust relationship is that governments lower trade 
barriers as their economies become richer. To infer that 
they became richer because of lowered trade barriers is 
like inferring that, since rich people tend to live in nice 
houses, you can become rich by living in a nice house. 

With few exceptions, today’s rich countries had high 
tariffs during their rapid growth phase (including the 
US) and then lowered trade barriers as their domes- 
tic industries became competitive, Japan through the 
1950s to the 1970s and Korea and Taiwan through the 
1960s to the 1980s, had fast growth of trade together 
with very managed trade regimes. They managed 
trade so as to intensify the cycle of investment-profits- 
reinvestment in the domestic economy, which gen- 
erated fast growth, which generated fast growth of 
demand for raw materials and capital goods, which 
prompted strategic trade liberalization (Wade 2004; 
Chang and Grabel 2014). More recently, China and 
India began to open their own markets after building 
up entrepreneurship, industrial capacity, internal inte- 
gration, and fast growth behind high barriers. In 1990, 
China had the fifth-highest average tarifis in the world, 
behind Bangladesh, India, Pakistan, and Kenya, at the 
same time as its exports were surging. India continues 
to have high trade restrictions. 

In Latin America, Chile adopted free market poli- 
ies under Pinochet in the 1970s and enjoyed substan- 
tial economic success. Economists urged other Latin 
American countries to follow Chile's lead, and many 
did. Yet they have had poor economic performance. 
‘Somethingis amiss when the good pupils score the low 
marks (Mexico and many others in Latin America) and 
the bad pupils score the high marks (Japan, Taiwan, 
South Korea during their catch-up phase, and China). 

‘The short answer to why East Asia has shown much 
better economic performance is that gross capital 
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Table 12.1 Gross capital formation/GDR selected 
te 

1970 1990 2012 1980-2014 
China B % 0 
FastAsa&Paciic 23 «3230 28 
‘minus China 
UCs&MICsmins 22 «2225 B 
East Asia 
[Notes LICs = low-income countries, MICs = middle-income countries. 
Source: World Development indicators (22/12/2015). 











formation has run at a much higher share of GDP 


than elsewhere (see Table 12.1). 


We can be fairly sure that strong causality runs 
from investment rates to economic growth (andsome 
causality in the other direction). But the larger point 
of this section is that our knowledge of the causes of 
growth in developing and developed countries is not 
robust, Tatu Westling (2011) estimates an augmented 
Solow model utilizing the Mankiw-Romer-Weil 
121-country dataset and finds that human penis size 
is statistically highly significant in explaining GDP 
per capita levels in 1985 and even GDP per capita 
growth from 1960 to 1985. More seriously, Enrique 
Moral-Benito (2012: 21) finds that, taking account 
of endogeneity and model uncertainty, “There is no 
variable unambiguously related to economic growth. 
Hence, economic growth does not appear to be ro- 
bustly related to the determinants proposed in the 


literature so far.” 


An independent panel of economists tasked with 
evaluating World Bank research on development poli- 
cies said of the big cross-country studies, which alleg- 
edly show that free market policies constitute the ideal 


development model: 


66 We see a serious failure in the checks and balances 
within the system that has led the Bank to repeatedly 
trumpet these early empirical results without recognizing 
‘once the evidence 


their fragile and tentative nature ... 


is chosen selectively without supporting argument, and 
‘empirical skepticism selectively suspended, the credibility 


and utility of the Bank’s research is threatened. 9 J 


(Banerjee et ol. 2006: 53-6) 


_ KEY POINTS 


* Sustained increase in average income (economic growth) 
has been the global norm since the 1950s, but on a scale 
of millennia it is exceptional. Earier populations were 
‘aught in the Malthusian trap, 

‘The dominant global economic policy paradigm since 

‘the 1980s—neo-lberal gobalization—presumes that 

development is e25y, provided governments do not grossly 

stort market signals, do not undermine incentives to 
work hard by providing tax-financed benefits, and do 
provide certain public goods, including enforcement of 
laws on competition and property rights. This ‘exchange- 
focused’ (not ‘production focused’) proposition has 
underpinned the policy prescriptions of Westem- 
dominated international organizations lke the World 

Bank IMF and OECD. 

‘+ Neo-lberal globalization champions claim solid empirical 
support for their development theory and for the policy 
‘mandates of Western-based intemational organizations, 
When examined more closely the evidence looks 
ambiguous 

One piece of counter evidence is the small number of 
‘non-Western countries that have become developed in 
the two centuries since the Industrial Revolution, The 
small number is consistent with the argument that the 
‘Washington Consensus policy agenda helps to perpetuate 
the core:periphery structure of the world economy, 
bby making it dificult for developing countries to keep 
raising the proportion of economic activities in dynamic, 
increasing retums sectors. 

‘Globalization seen as the rising trend of cross-border 
‘exchange has gone through several phases. We are now 
in (and may be nearing the end of) the phase of 'China- 
centric production globalization’, combined with a high 
level of financial globalization (as seen in the ratio of global 
financial transactions to global GDP of around 70). 











World income and population 
distribution 


In the end our interest is in the outcomes of the world 
economy for human well-being (and for the whole 
biosphere), which the globalization trends in quanti- 
ties, prices, institutions, and rules help to determine. 
‘We can measure these outcomes in terms of income, 
consumption, health, education, accommodation, 
water, and sanitation, decent working conditions, so- 
Gial inclusion or exclusion, happiness, and more. Here 
‘we simplify and stick to income or consumption. 
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‘country in which they lve (year 2013) 


Figure 12.1 International income distribution: the distribution of people according to the GDP per capita of the 
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‘Today's world income distribution can be shown as 
the share of the world’s population living in countries 
across the range of average incomes. See Figure 12.1, 
which measures income at purchasing power parity 
(PPP) exchange rates rather than market exchange 
rates (see Box 12.1). Notice the ‘twin peaks’ and the 
‘missing middle’. One peak contains 70 per cent of 
the world’s population living in countries whose GDP 
per capita is below about PPP$13,000. (The present 
tense here refers to 2013.) The other peak is the 15 per 
cent who live in countries with GDP per capita above 
PPP$30,000—the rich world. Only a small percent- 
age live in countries with average incomes between 
PPP$20,000 and PPP$30,000. Talk of the ‘middle- 
income’ countries can misleadingly suggest that they 
are ‘midway’ between the low- and the high-income 
countries, In fact, the middle-income countries fall 
towards the low end. And the distribution of world 
population by the income of individuals is much more 
skewed towards the tail than the distribution by coun- 
tries’ average income. 


Using PPP incomes makes the world distribution 
look a lot less unequal than FX (market exchange rate) 
incomes. Economists tend to insist that the question, 
“What is happening to world income distribution?’ 
should be answered only with PPP incomes. Soci- 
ologists who work on these issues tend to use FX in- 
comes. National governments, too, tend to be more 
interested in FX incomes than PPP incomes. 

Economists are right to emphasize that FX-based 
income comparisons suffer from all the ways in which 
official exchange rates do not reflect the ‘real’ econ- 
omy (see Box 12.1). In principle, PPP adjustments are 
better for comparing conditions of living, or material 
well-being, between countries. 

But these are not the only questions for which we 
may be interested in income and its distribution. We 
may also be interested in income distribution as a 
proxy for the relative purchasing power of residents of 
different countries over goods and services produced 
in other countries. If we are interested in any of the 
questions about the impacts of one state, economy, or 
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Market Exchange Rates (FX) and 
Purchasing Power Parity (PPP) 
‘Comparisons of real income or material well-being across 
countries are plagued with difficulties, especially when the 
countries have very different prices and economic structures. 
‘They need a common measuring rod. But measures of income in 
<ifferent countries —expressed in a common denominator such 
asthe US dollar and determined on the basis of market 
‘exchange rates—do not accurately reflect relative purchasing 
power over goods and services Exchange rates vary daily and 
‘can be driven far from any concept of equilium by carry-trade 
‘capital flows, while the underlying structure of production, 
income, and expenditure remains fairly stable. 

Enchange rate conversions also do not take account of the fact 
‘that the price levels between rich and poor countries are very 
different. n particular, the prices of many not internationally 
‘traded services (for example, haircuts), also many food staples, 
are much cheaper in developing countries than in developed 
‘countries, and so the relative purchasing power of a unit 

of their domestic currency is bigger than indicated by 
‘converting the currency into the US dollar at the market 
‘eachange rate. This is what lies behind the experience of rich 
‘people in india who feel poorer when they vist the United 
‘States (their purchasing power over goods and services in the 
USis less than over the same bundle at home), and poor 
people in the US who feel richer when they visit India. The 
‘market exchange rate is around 50 rupees for | dollar The 
latest estimate is that around 20 rupees buys about the same 
amount of a typical consumption bundle’ in India as $1 in the 
US. ‘Purchasing power parity (PPP) refers to an adjustment of 
‘the market exchange rate so as to give the amount of local 
‘currency needed to buy as much as one unit of the currency of 
‘the numeraire country, usually the US, in a benchmark year: In 
‘the India-US example, today’s PPP exchange rate is 20:1, not 
‘50:1, which translates into the statement that India’s ‘price level 
is about 40 per cent of the US price leve! (20/50). In principle, 
the PPP adjustment allows real income comparisons, not only 
between the US and India today, but also—with heroic 
assumptions—between the US and India before the Industrial 
Revolution. 

Because the price of many services and non-traded goods is 
lower in poor countries, the main effect of PPP adjustments to 
national income isto raise the income and consumption of poor 
countries relative to richer ones. For example, Turkey's average 
income at market exchange rates (FX dollars) was 10 per cent 
of the EU- [Sin the early 2000s and 24 per cent in PPP dollars 
‘Sub-Saharan Africas was 2 per cent in FX dollars and 7 per cent 
in PPP dollars. The development problem looks less daunting 
‘when expressed in PPP dollars. The PPP adjustment makes much 





less difference to FX comparisons between developed countries, 
‘whose price levels and economic structures tend to be fairly 
sivilar 

‘Among the cognoscenti PPPs a hotly contested subject. but few 
\who use the numbers know the controversies and sources of 
error. 


‘Since there is no market for currencies at PPP exchange rates, 
the PPP estimates have to be based on the collection of 
hundreds of thousands of prices worldwide, followed by 
‘averaging the prices for each country in order to get relative 
price levels. There is a trade-off between two aims: collect 
Prices of items that are internationally comparable (eg Brooks 
Brothers shirt), and items representative of what most people 
‘actually buy (eg shirt ofa labourer). When items are not 
traded internationally the ‘solution’ is detailed product 
specification (the Africa price lst includes, under the generic 
‘category of “fish, 'smoked bonga. in simple wrapping, open 
product presentation, a piece of approximately 200 grams’; 
‘which makes the surveys very expensive. And what about 
“housing units’ (eg the price of slum accommodation) and 
‘education? 


‘The price and income or consumption data are collected 
locally in ine with a common set of procedures, but the core 
‘calculations have to be done centrally, not by national statistical 
‘agencies. The main source of the data on country prices is the 
International Comparison Program (ICP), launched in 1968 at 
the initiative of the UN Statistics Division and the Depart ment 
‘of Economics at the University of Pennsylvania, financed by 
‘the World Bank and the Ford Foundation; hence the name of 
the series, the Penn World Tables (PWT), In 1975, Eurostat 
began to produce PPPs for EU countries as a way to 
determine more fairly financial contributions to the 
‘organization and to settle country disbursements. In 1980, the 
OECD expanded the work to cover all OECD countries, plus 
‘countries of Eastern and Central Europe. Around 1980, the 
LUN Statistics Division took over the task of compiling global 
‘estimates and the work of coordinating the collection of 
international price data. But in the UN the price collection 
‘effort soon languished. The World Bank. which had provided 
‘echnical and financial support to the UN during this time, 
‘took over responsibilty for coordinating the global exercise in 
the early 1990s. In the mid 1990s, the World Bank (and the 
OECD) started to issue their own PPP numbers, using 
‘another method of aggregation (EKS) from the one used by 
PWT (Geary-Khamis). There are now two main series of 
«gobal PPP data—PWT and the World Bank’. The series show 
some differences between countries’ PPP-adjusted GDPs; and 
‘often more substantial differences in estimates of GDP 


‘components, such as private consumption, government 
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‘consumption, and the like. The PWT numbers are more 
frequently used by academics than the World Bank’, in part 
because the PWT data provide more details on more 
countries for longer periods. 

Dowrick and Akmal (2005) show that the PWT contains a 
systematic bias towards underestimating world income 
inequality, due to its use ofa ‘rich country’ price structure to 
revalue GDP in poor countries (arising from the use of the 
‘Geary-Khamis formula that gives greater weight to those prices 
involved in the larger value of transactions). They urge that the 
term purchasing power parity’ be used only ina generic way, 
‘with additional specification of whether the numbers come 
from the PWT or sources based on a different method of 
making the PPP adjustment. 

Inaddition to the inherently difficult problems of item 
selection and index numbers, there are other daunting data 
problems. The price data are spotty in geographic and 
‘temporal coverage. The government of China did not alow a 
price survey in line with the ICPS criteria until 2005 (and then 
conly in || cities): the government of India declined to carry one 
‘ut between 1978 and 2005, For these and other important 
countries, the PPP numbers were obtained mostly by 
imputation from other countries or from updating old data. 
Even for sampled countries, the numbers are collected 
intermittently, not continuously, making statements of trends in 
PPP incomes across time problematic. Most of the results of 
‘the 1993-5 round of price surveys had stil not been made 
available by the mid 2000s, 


‘The spotty and out-of-date quality of the data reflects the 
institutional weakness of the ICR, which for much of ts 
existence has hovered on the brink of collapse. While housed 
inthe UN Statistics Division it received little support from 
senior officials and UN member states. on the grounds that it 
entailed a big additional burden on participating statistical 
bureaus and provided data of interest mainly to academics, not 
policymakers. Since the early 1990s, when the World Bank 
‘00k it in, it has been carried forward by a few World Bank 
officals and consultants, who are plagued by shortages of 
funding and none too keen to let even senior Bank managers 
see their data computations (Korzeniewicz et al 2004). 
‘They were not able to supervise seriously countries’ data 
collection for the 1993-5 round, and the resulting non- 
‘comparability is part of the reason why they delayed releasing 
data for many years. 

‘The 2005 ICP price survey was more comprehensive than the 
‘earlier ones (146 countries participated), and used more strictly 
specified goods and services so as to ensure international 
‘comparability. The results, published in 2008, were a bombshell 
‘they entailed huge revisions of developing countries’ GDPs 





(mostly downwards) and poverty headcounts (mostly upwards, 
‘raising the global headcount of those in extreme poverty by half 
abilhon). For example, the World Bank estimated China's PPP 
GDP per capita in 2005 as $6,760, using the pre-2005 PPP 
‘exchange rate; it estimated the figure for the same year as $4,090, 
40 percent down, using the PPP exchange rate derived from 
‘the 2005 price survey. India’s figure fel from $3,450 t0 $2,220. 
(At market exchange rates, the figures for China and india in 
2008 are $1,720 and $800.) As Angus Deaton and Alan Heston 
remark, ‘tishard not to speculate about which previously 
established econometric results survive the incorporation of 
these revisions (Deaton and Heston 2008), They also stress the 
wide margins of uncertainty around PPP estimates: in the case of 
the US-China PPP exchange rate, a margin of around 25 per 
cent on ether side. 


2014 came the results of the 201 | IPC calculations of PPP 
‘exchange rates. Another bombshell, but mostly in the opposite 
rection: most developing countries got large boosts to their 
PPP GDP for 2010 compared to the extrapolations for 2010 
from the IPC 2005 PPP exchange rates (50 China greatly 
‘reduced its GDP gap with the US and india got a bigger GDP 
‘than japan). Global inequality between countries now looks to 
bbe a lot lower than extrapolation from the 2005 PPP exchange 
rates would suggest. And one estimate suggests that the 201 | 
PPPs cut the global poverty rate in 201 | cimost by hatf 
‘compared to the rate extrapolated for 201 | using the 2005 
PPPS, 


‘After a detailed technical examination of why the 201 | results 
are so different from what was expected, Deaton and Bettina 
‘Aten conclude, ‘our findings suggest that the ICP 201 | estimates 
are the most accurate we have, and provide no grounds for 
doubting them ... The revisions that need to be undertaken are 
‘to long-standing previous estimates, a process that i likely to be 
les than straightforward’ (2015). On the other hand, Martin 
avalon, who has inside knowledge from being in charge of the: 
‘World Bank’s poverty statistics for many years, finds plenty of 
grounds for doubting that the 201 | results are superior to the 
12005 ones (and extrapolations from 2005 results). He considers 
that ‘the 201 ICP remains something of a mystery, and 
concludes more generally that ‘the results of this study point to 
‘the limitations of PPPs for international comparisons’ 

014: 18-19). 

The bottom line is that confidence in trends in PPP incomes, 
inequality, and poverty should be limited by the certainty of 
wide margins of error in comparisons between rich and poorer 
‘countries, however uncomfortable that may be for thase who 
feed them into the econometrics compactor. Good sources for 
understanding PPPs are Deaton (2010, 2013) and Deaton and 
Aten (2015). 
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Figure 12.2. Distribution of world population and real household per capita income, based on household surveys, 
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region on others—including the capacity of develop- 
ing countries to import, repay their debts, participate 
in international organizations, and the incentive for 
people in one country to migrate to another coun- 
try—we should use incomes compared at market ex- 
change rates lagged over a period of a year or more. 
FX incomes are a better proxy for relative power and 
influence, a subject of more interest to sociologists 
and political scientists than economists. 

For example, one reason why many poor small 
countries are hardly represented in multilateral nego- 
tiations that concern them directly is that they cannot 
afford the cost of hotels, offices, salaries, and consult- 
ants in places like Washington, DC, New York, and Ge- 
neva, which they must pay for notin PPP dollars but in 
hard currency bought with their own currency at mar- 
ket exchange rates. Similarly, this is why they cannot 
afford to pay the foreign exchange costs of living up 
to many of their international commitments—hiring 
foreign experts to help them exercise control over their 
banking sectors so that they can implement their part 
of the anti-money-laundering regime, for example. In- 
ternational organizations like the World Bank and the 
IMF allocate voting shares in large part on the basis 
of relative GDPs, calculated by a formula which gives 


more weight to GDPs at market exchange rates than 
at PPP exchange rates—because by market exchange 
rates the developed countries are relatively much 
richer (and get higher voting shares) than they are by 
PPP exchange rates (Vestergaard and Wade 2013). 

Figure 12.2 shows the changes in the distribution 
of world population by average household income be- 
tween 1988 and 2011, based on household surveys and 
2005 PPPs. The whole distribution shifts to the right, 
reflecting global economic growth. The shift is pro- 
nounced at the poorer end, reflecting a steep fall in the 
share of world population living on less than, say, $400 
ayear. The other pronounced shift is the large increase 
in the share of world population between $1,000 and 
$10,000 per year, mostly living in China and India, 
This is often referred to as the growth of the global 
“middle class’, though no sociologist would describe 
an income category with fairly arbitrary thresholds as 
a ‘class’. Notice too that the distribution moves from 
bimodal to unimodal. 

We can now look at some of the biggest coun- 
tries—biggest by population or by share of world 
GDP (at market exchange rates). See Table 12.2. The 
disproportion between population shares and GDP 
shares is striking, and raises again the Adam Smith 
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Table 12.2 Major economies, share of world population and GDP (%) 
Population 2010 GDP 1980(FX) GDP 1980 (PPP) GDP2010(FX) GDP 2010 (PPP) 

USA 45 237 250 2B 182 

China 193 \7 63 92 153 

Japan rr 97 87 84 34 

Germany 12 8s 60 52 39 

France 09 63 49 40 28 

UK 09 5 42 37 28 

Brazl 29 21 26 34 26 

India 178 W7 32 26 6 

Pussia 24 = = 23 34 

South Africa 07 07 uu 06 07 

Source: WD Penn Werk Tables, PPP 2005 USS. 








question of how the relatively small population of 
the developed countries got to have such a big slice of 
world GDP. Other striking points include China’s gain 
in GDP share to make it by 2010 the second biggest 
economy; India’s small share relative to its population 
and its small gain in GDP share over the past 30 years; 
and the US's smallish fall in GDP share over the same 
period, leaving it still the biggest economy by far at 
market exchange rates. 


Growth and geographical 
distribution 


‘The globalization argument implies that the period 
since 1980 should have experienced an increase in 
global economic growth, thanks to the global policy 
shift towards market-friendly policies and the rise in 
economic and financial integration between coun- 
tries. With more integration, ideas, institutions, and 
goods and services speed faster from societies at the 
top to those lower down. 

In fact, the growth rate of world GDP per capita 
fell by a third between 1955-80 and 1980-2007, from 
an average of about 2.2 per cent to 1.7 per cent. In- 
deed, a majority of the world’s countries (56 per cent) 
experienced negative growth of GDP per person in 


1980-2000; though not, of course, a majority of the 
world’s population. 

‘The rich world (24 countries of the ‘old’ OECD) has 
slowed almost every decade since the 1960s: from 4 per 
cent in 1960s, 2.5 per cent in 1970s, 2.2 per cent in the 
1980s and 1990s, and less than 1 per cent in the 2000s to 
2010. The fall since 1990 is especially telling, because, 
by this time, the 1980s policies of squeezing inflation, 
deregulating, privatizing, liberalizing trade and capi- 
tal movements had worked themselves through into 
macroeconomic stabilization and free markets; yet the 
promised upturn in economic growth did not appear. 
The slowdown since the 1990s partly reflects demo- 
graphic change, as the post-war baby boomers—the 
largest and wealthiest generation in history—moved 
beyond raising children and joined the low-spending 
“new old’ generation. 

World output in 2003 to 2007 grew much faster than 
during the previous quarter century, at close to 4 per 
cent a year. Commentators celebrated the ‘rise of the 
South’, ‘global rebalancing’, and the West's ‘Great Mod- 
eration’, the latter meaning modest growth rates with 
low inflation and high employment. The Crash of 2008 
caused a contraction of global output in 2009 of minus 
2 per cent, recovering to plus 2.4 per cent in 2012-14. 
Even the most Pollyannaish pundits before 2008 now 
recognize that the fast growth and high corporate 
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profits in the earlier part of the decade were based on 
‘unsustainable debt on the balance sheets of houscholds 
and/or governments, especially in the US, Britain, and 
southern Europe. The Roman playwright, Plautus, got 
the mechanism 2,300 years ago, when he had one of his 
characters declare, ‘Iam a rich man, as long as I do not 
repay my creditors’. The high global growth rates of 
2003 to 2007 are unlikely to be regained any time soon, 
unless again based on debt—or a baby boom. 

The world growth trend hides large variations be- 
tween regions and classes, Sub-Saharan Africa, with al- 
‘most | billion people, had an average income in the mid 
2000sbarely above the level of 1980, despite most states 
having implemented Washington-Brussels Consensus 
structural adjustment programmes for many years. 
Latin America, with 550 million people, experienced 
much the same stagnation ata higher income level. The 
countries of the former Soviet Union, after more than 
20 years of transition to capitalism, remain at about the 
same average income as when the transition started. 
On the other hand, the North (western Europe and 
North America) grew faster than these other regions 
until the early 2000s, China from the 1980s and India 
from the 1990s grew fast from a very low base, slowing 
after 2012, India’s fast growth reduced the ratio of the 
average income of the US over South Asia's (constant 
2005 $) from 87 in 1980 to 41 in 2014—the fall is large 
but the gap remains huge. The US to Latin America 
ratio went from 6 to 7.6 in the same period. 

‘The fact is that, after decades of self-conscious de- 
velopment and market liberalization, the average in- 
come for the South is still only around 15 per cent of 
that of the North (constant 2005 USS). And growth 
in the South is more erratic than in a typical devel- 
oped country, with periods of relatively fast growth 
followed by deeper and longer recessions (Reddy and 
Minoiu 2009; Pritchett and Summers, 2014). This vol- 
atility helps to explain why few developing countries 
have sustained growth at 6 per cent a year or more 
for more than 15 years. China holds the world record 
for number of years of continuous growth at 6 per 
cent or more: around 40 years (by 2015), followed by 
‘Taiwan (32 years) and South Korea (29 years). Brazil 
languished in the ‘lower middle income’ range for the 
last 53 years between 1950 and 2010. 

Taking all countries, the spread of average incomes 
did nor fall between 1960 and 2010; in fact, the ratio of 
the average income of the richest 10 countries over that 
of the poorest 10 increased from around 33 in 1960 to 
almost 120 in 2010 (1990 international dollars), contrary 


to what a simple version of neo-liberalism might lead 
‘one to expect. On the other hand, weighting countries 
by population, we can say thata large proportion of the 
world’s developing country population experienced fast 
growth in the two decades up to 2010, thanks to the 
38 per cent of the world's population in China and India. 

Of the increase in world income or consumption 
over the 1990s and 2000s, a majority accrued to those 
already in the top 10 per cent of world income distribu- 
tion. The absolute income gains of those at the top end 
in Figure 12.2—four fifths of whom live in the high- 
income countries—are much larger than the absolute 
gains of the so-called ‘middle class’, most of whom live 
in China and India. 

Evidence of this kind questions the idea of ‘the 
(income) rise of the South’. “The rise of the South’ is 
mainly ‘rise of the East’, or, better, ‘rise of Asia’, and the 
latter is mainly ‘rise of China’, with India coming along 
some way behind. However, China and India, now 
have big enough GDPS to shift the ‘centre of gravity of 
the world economy’ from mid North Atlantic in 1980, 
around the longitude of Iceland and the latitude of Aus- 
tin, Texas, Tel Aviv, and Shanghai, eastwards and north 
to western Turkey (Quah 2011), The smallest circle 
of territory now containing a majority of the world’s 
population is 3,300 km in radius centred in Myanmar on 
China's western border (Quah 2015). If global organiza- 
tions were governed by a ‘one person one vote’ rule, 
global power would move towards this circle. 


Income inequality between 
countries 


In the past decade trends in world income distribution 
have become a hot topic of debate in international 
economics and in sociology (hotter than world pov- 
erty). Disagreement about the trends should be no 
surprise, given the collage of economic performance 
by region. Different measures emphasize different 
parts of the collage. 

Much of the debate is mathematical, far removed 
from people's experience of inequality, and focuses 
less on the ‘facts’ than on the measures. It turns out 
that the only valid short answer to the question, ‘What 
is the trend of world income distribution? is, ‘It de- 
pends on which of several plausible measures and 
samples we choose’. Whereas we could getbetter data 
on the poor to the extent that the poverty headcount 
would command general agreement, there is no best 


measure of world income inequality. Different meas- 
ures are useful for answering different questions. 

The results vary according to which of three core 
measures of inequality we use: Concept 1: inter- or 
between-country, using average incomes (this could be 
called the UN General Assembly measure, one coun- 
try one vote); Concept2: inter-country, like Concept 1, 
but countries weighted by population; and Concept 3: 
global interpersonal, covering all the world’s people as 
though the world was one country (Milanovic 2006). 

Several other choices also affect the results. Incomes 
may be converted into a common numeraire using 
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market exchange rates or PPP conversion factors. PPP 
numbers may be drawn from the PWT, or from the 
World Bank's World Development Indicators, or from 
Angus Maddison, or still other sources (see Box 12.1) 
Country sample and time period also matter. 

‘The results also depend on the choice of statistic 
for calculating dispersion—an integral measure over 
the whole distribution (such as the Gini coefficient or 
the Theil Inequality Coefficient—see Box 12.2), or a 
ratio of top decile to bottom four deciles, or average 
income of a region relative to that of the North or 
the USA. 








The Gini Coefficient 


How do we know whether one society is more unequal than 
‘another? We should measure the distribution of property 
((neluding financial assets), which is far more unequally 
distributed than income. But wealth distribution data are even, 
‘worse than income distribution data (a sizable fraction of world 
financial wealth is hidden, at least 13 per cent), so the degree of 
inequality is normally measured with income or consumption. 
‘We should remember that to focus on income rather than 
property gravely underestimates the extent of inequality. 


‘The workhorse measure of income inequality is the Gini 
Coefficient, a number between zero and one that measures the 
‘degree of inequality in the distribution of income in a given 
society (named after an italian statistician, Corrado Gini). The 
coefficient is zero fora society in which each member receives 
‘exactly the same income: it reaches its maximum value 
(bounded from above by 1.0) for a society in which one 
member receives all the income and the rest nothing, 
‘Asnormally defined the Gini says that inequality remains 
constant—growth remains as incusive’ as before—if all 
individuals (or countries by average income) experience the 
‘same rate of growth, and rises when upper incomes grow 
faster than lower incomes. So inequality remains constant ifa 
‘two-person (or two-country) distribution x = (10, 40) becomes 
= (20, 80). Yet the income gap has doubled from 30 to 60. 
Itisat least as plausible to say that inequality remains constant 
‘when allindividuals (countries) experience the same absolute 
‘addition to their income; sy from x = (10,40) to y* = (20, 50).1F 
Upper income individuals (countries) experience bigger absolute 
additions, inequality increases, growth is less inclusive, which has 
politcal implications. 

‘The normal Gini could be called the Relative Gini. The Gini 
based on absolute changes could be called the Absolute Gini— 
defined as the Relative Gini muitipled by the mean income. in 





‘the above illustration, the Relative Gini for both distributions 

is the same, at 03, But as mean income doubles from 25 to 50 in 
‘the transition from x to y, the Absolute Gini doubles, from 7.5 to 
15.0. Growthis not ‘inclusive! 


The Absolute Gini typically rises much more frequently and by 
much more than the Relative Gini, and its use could make 
‘income inequality’ into a more salient political issue. The Relative 
Gari could be called a ‘rightist’ measure, and the Absolute Gini a 
‘eftist! measure (Kolm 19760, 1976b).. 


Economists’ long-standing nonchalance about income inequality 
is reflected in the rarty ofthe use of the Absolute Gin ts 
Lnpopularity also reflects the fact that cross-country 
‘comparisons of the Absolute Gini are more complicated than for 
‘the Relative Gini, because the former depends on the mean of 
each distribution. This requires that we convert incomes into the 
same currency (e.g to compare absolute inequality in india with 
that the US we hive to convert the two means and income 
<strbutions into either rupees or dollars). And to perform 
comparisons across time we also need to correct for inflation. 
The choice of appropriate exchange rates and price deflators 
becomes crucial for making reliable comparisons of absolute 
inequality. These inconveniences have often been held up as 
;ustfication for sticking with relative measures of inequality. But as 
Kolm explains, these problems are exactly the same ones which 
are traditionally encountered in the comparisons of rational or 
per capita incomes ... and they can be given the same traditional 
solutions. Anyway, convenience could not be an alibi for 
endorsing injustice’ (19762: 419-20), The bottom line is—all 
‘these technical complenities aside—that students of inequality 
should not ignore trends in absolute income gaps when making 
inequality comparisons, as most of the literature does, nduding, 
‘this tex. For more information on measuring inequality see the 
‘World income Inequality Database page (at httpyAwwwiwider. 
\unuedu/research/Database). Thanks to S. Subramanian, Madras 
Institute of Development Stuches, for help on the Absolute Gini 
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Concept | inequality: distribution 
between unweighted countries 





Concept 1 gives China the same weight as Uganda. 
Tt has the advantage that it requires little informa- 
tion about each country: just per capita GDP or GNP. 
Of course, we should not weight countries equally 
if interested in relative well-being of people. But 
we should weight them equally—treat each coun- 
try as a laboratory test observation—if interested in 
convergence or divergence of countries rather than 
people. We might want to test the effects of differ- 
ent government policies on growth—to see whether 
(unweighted) countries with more open trade re- 
gimes grow faster than those with less open ones, for 
example. 

Whatever our motivating question, the trend of 
Concept 1 inequality is clear (using PPP incomes): the 
Gini for unweighted inter-country income distribution 
held fairly steady from 1960 to 1980, increased steeply 
from 1980 to 2000, and fell from 2000 to 2007, leaving 
a large net increase in inequality since 1980 (see Fig- 
ure 12,3). Is the increase in inequality due only to the 
collapse of Africa? No. With Africa excluded, the Gini 
fell from the mid 1960s to the early 1980s, and then 
increased steeply. 


Concept 2 inequality: distribution 
between weighted countries 


Inter-country income inequality, using PPP/PWT 
dollars, population weights, and the Gini coefficient, 
was fairly stable from 1960 to the early 1990s, and then 
fell right up to 2007. This is the good news: it suggests 
that the centuries-old trend to income divergence be- 
tween countries has finally gone into reverse. 

But here the global Gini conceals as much as it re- 
veals. If we take out just one case, China, the popu- 
lation-weighted inter-country Gini rises after 1980 up 
to 2000, when it, too, begins to turn down; so it goes 
mostly in the opposite direction to the trend with China 
included. So even with the combination of measures 
most favourable to the neo-liberal case, falling income 
inequality between countries is a function of China's 
fast growth since the early 1980s, not a widespread 
trend of the world economy as the happy result of 
widespread globalization. 

‘The other bad news is that the result also depends 
on the use of the Penn World Tables method of cal- 
culating PPPs. As noted (see Box 12.1), Dowrick and 
Akmal (2005) show that the PWT method system- 
atically understates the magnitude of inequality and 
‘overstates its fall. The bias comes through the use of 





Figure 12.3 Trends in the three concepts of international inequality, 1950-2007 











45 





1950 1960 1970 





1980 
year 


Note: Resuits incorporate PPP data from the 2005 round of the Intemational Comparison Project 
Source: Mianovic (2009). Reprinted with the permission of the © World Bark 


1990 2000 2010 








an average international price structure for revalu- 
ing countries’ GDPs which results from weighting 
countries’ observed price structures by the relative 
global expenditure at those prices; which means that 
the average international price structure reflects the 
price structures of rich countries—and so values ser- 
vices (e.g. domestic services, haircuts) much more 
highly in poor countries, inflating the purchasing 
power of poor countries’ currencies. (This is known 
as the Geary-Khamis method of aggregation.) When 
this bias is removed (for example, by switching from 
Geary-Khamis to the Afriat method), Dowrick and 
Akmal find that ‘true [sic] inequality was stable or 
increasing slightly ... over the 1980s and 90s’ (2005: 
226). More exactly, three out of their four measures 
of inequality applied to Afriat-aggregated data show 
an increase, one shows constancy, none shows decline— 
even when China is included. 

‘That switching from Geary-Khamis to Afriat PPPs 
reverses the trend towards falling inequality under- 
lines the fragility of the conclusion that world income 
inequality fell since the 1980s or 1990s. Indeed, a fur- 
ther bias towards rich country prices—hence toward 
‘exaggerating poor countries’ convergence with rich 
countries—comes from the self-selection of the coun- 
tries which participate in the (statistically difficult) 
ICP. The participating countries tend to be the statisti- 
cally more advanced, able to handle the complexities; 
which also tend to be the richer countries. China's and 
India’s non-participation, noted earlier, is part of a 
wider selection bias. 

In any case, this Concept 2 measure—average 
country incomes weighted by population—isinterest- 
ing only as an approximation to income distribution 
among all the world’s people or households, regard- 
less of which country they live in. We would not be in- 
terested in measuring income inequality in the United 
States by calculating the average income for each state 
weighted by its population if we had data for all US 
households. 


Concept 3 inequality: global 
interpersonal income distribution 


Interpersonal or global income inequality could be 
measured by taking each population-weighted coun- 
try’s average GDP, weighting it by internal income 
distribution, and calculating the combined between- 
country and within-country inequalities across the 
whole sample. 
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As noted, population-weighted between-country 
distribution became more equal after the carly 1990s 
with China included and more unequal with China 
excluded. Within-country distributions have generally 
become more unequal. A large majority of the world’s 
population lives in countries where income disparities 
are higher than they were a generation ago. 

‘Trends in industrial wage inequality within coun- 
tries confirm the broad trend. Wage data has the 
advantage over income data that pay isa much lessam- 
biguous variable. Also, ithas been collected systemati- 
cally by the United Nations since the early 1960s, and 
gives many more observation points for each country 
than any income data set. Itisa useful way to get at the 
impacts of changes in trade policy and trade flows, or 
of manufacturing innovation, and the like. The disad- 
vantage of pay data is that it treats only a small part of 
the economy of many developing countries, and pro- 
vides only a proxy for incomes and expenditure. This 
is not as limiting as it may seem, because what is hap- 
pening to pay rates in formal-sector activity reflects 
larger trends, including income differences between 
countries and income differences within countries 
(since the pay of unskilled, entry-port jobs in the for- 
‘mal sector is closely related to the opportunity cost of 
time in the informal or agricultural sectors). 

Pay inequality within a large sample of rich and 
poor countries was stable from the early 1960s to the 
carly 1970s, then declined till about 1980, then in- 
creased from 1980 to the early 2000s, after which it fell 
to 2008, generally not by much. The countries within 
continents tend to show closely correlated movements 
in pay dispersions, suggesting macro forces at work 
(which receive little recognition in studies of causes of 
inequality trends). James K. Galbraith and associates 
present analyses of pay dispersions at http: //utip.gov. 
utexas.edu 

Countries tend to form high-income and low-in- 
come inequality clusters. Most developed countries 
are in the low-inequality cluster (Gini coefficients for 
disposable income in the range from 0.20 to 0.35, as 
of the mid 2000s), and most developing countries are 
in the high-inequality cluster (0.50 to 0.65). At the low 
end, Scandinavia's Gini for disposable income was 
around 0.23-25 in the mid 2000s (down from around 
0.42 before taxes and transfers, indicating the redis- 
tributive power of the state). The UK's and US's Ginis 
before taxes and transfers were around 0.45 and 0.49 in 
the mid 2000s, and 0.33 and 0.38 for disposable income. 
Japan's Ginis (pre and post) were around 0.44 and 0.32. 
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China's Gini was around 0.48 in the mid 2000s (the 
figures for pre- and post-taxes and transfers are not 
much different). But the China Household Finance 
Survey, from Southwestern University of Finance 
and Economics, Chengdu, finds China’s real Gini to 
be about 0.6, the higher figure reflecting determined 
effort by the surveyors to get information about the 
richest households, So on the face of it China, ruled 
by the Chinese Community Party since 1949, has be- 
come one of the most unequal countries in the world, 
But one cannot compare the new figure for China 
with other countries, because a similarly determined 
effort in other countries—India and the US, for exam- 
ple—would also yield big increases in their Gini. 

Changes in within-country distribution tend to 
be small relative to the two big Gini clusters, and 
membership of the clusters shows considerable sta- 
bility through the second half of the twentieth cen- 
tury, Contrary to what one might expect from the 
Kuznets inverted U hypothesis (inequality rises in the 
carly stages of development, flattens out, and then 
falls as rural-urban differentials fall and now better 
educated citizens demand redistribution), there has 
been little movement from the high-inequality to the 
low-inequality cluster as countries become richer. On 
the other hand, the US—with its history as a hybrid 
plantation-industrial-financial economy—has been 
rising out of the low-inequality cluster and by 2000 
‘was well into the zone between the low-inequality and 
the high-inequality clusters (Korzeniewicz and Moran 
2009). Rising income inequality in the US is reflected 
in the sharp rise in the ultimate inequality—how long 
you live. Low income middle age men in 1970 had 
average life expectancy five years less than same age 
high income men; by 2015 the gap had risen to almost 
15 years. 

Another way to get at global interpersonal income 
distribution is to aggregate up from thousands of sur- 
veys of household income and expenditure. Branko 
Milanovic used the resources of the World Bank to 
do this for five-yearly intervals from 1988. He found a 
substantial increase in interpersonal income inequality 
between 1988 and 1993, a smaller fall to 1998, and an- 
other increase to 2003, making a large increase in global 
inequality between 1988 and 2003, followed by a fall to 
2008. Of course, this method has its problems. It under- 
counts free publicservices such as education, health, and 
infrastructure that add to welfare but are not counted in 
household consumption. And there are big problems of 
comparability between houschold surveys. 


As for the results of the PPP revisions based on the 
2005 price data, Milanovic calculates that, compared 
to estimates based on the earlier price data, they raise 
the Gini coefficient of global interpersonal income in- 
equality —for the same recent year—from about 0.65 
100.70 (using only household surveys); a big increase. 

‘The conclusion is that global interpersonal PPP in- 
come or consumption distribution (using the Gini co- 
efficient) has probably not become significantly more 
equal since 1980, contrary to neo-liberal assertions. 
On the other hand, developing countries may have 
grown sufficiently faster than developed countries 
during 2003 to 2012 to reduce interpersonal income 
inequality in this period. The margins of uncertainty 
are large. 


Polarization or relative gap measures 


‘The Gini coefficient is a measure of dispersion across 
the whole of the distribution. It can mislead by ob- 
scuring what is happening to major components and 
by giving more weight to what is happening in the 
middle than at the extremes. Simple ‘gap’ or ‘polariza- 
tion’ measures can compensate. 

Most such measures show the income caravan to 
be lengthening. For example, with countries grouped 
into deciles by their PPP GDP per capita, the ratio 
between top and bottom deciles almost doubled 
during the 1960-2000 period, from 19 to 1 to 37 to 1 
(Milanovic 2005: 53). Polarization would be even more 
dramatic if we took the remuneration of the top 1 per 
cent of the world’s population over the median or the 
average of the bottom 10 per cent's. 

Within countries, a simple measure is the share of 
disposable income accruing to the top 5 per cent. It 
increased in most OECD countries between the 1980s 
and 2010. For example, in the US the share of dispos- 
able income accruing to the top 5 per cent went from 
15 per cent to 19 per cent; in the UK, from 13 per cent 
to 18 per cent; Australia, 14 per cent to 17 per cent; 
Germany, 13 per cent to 15 per cent, Sweden, 10 per 
cent to 13 per cent. The other side is compression of 
the disposable income share of the population living 
between 25 per cent and 75 per cent of the national 
median. For example, in the US, from 32 per cent to 
27 per cent; in the UK, from 40 per cent to 33 per cent 
(Milanovic 2016: ch. IV). This is often described as the 
squeezing of the middle class, fuelling mass discon- 
tent and providing opportunities for populist and/or 
authoritarian political leaders (see also Palma 2009). 





The absolute income gap 


Standard measures of inequality refer to relative in- 
comes, not absolute incomes. Box 12.2 set out some 
reasons why they can be misleading. To extend that 
discussion, take two countries: A, with a per capita 
income of $30,000 (e.g. US, Denmark); and, B, with 
a per capita income of $1,000 (Philippines, pre-war 
Syria). Their relative income is 30:1 and the absolute 
gap is $29,000, If A's per capita income increases by 
1 per cent to $30,300 and B's also increases by 1 per 
cent to $1,010, the relative gap remains constant and 
so ‘inequality’ as normally defined remains constant; 
but the absolute gap widens from $29,000 to $29,290. 
If B jumped to 6 per cent growth while A continued 
at 1 per cent the absolute gap would widen until year 
35 and B would not catch up until year 70, If B grew at 
4 per cent and A grew at 2 per cent, the absolute gap 
would widen for 140 years and catch-up would take 
the best part of two centuries. 

No one questions that world absolute income gaps 
have been increasing fast—as between, for example, 
the average income of the top 10 per cent of world 
income recipients (countries and individuals) and that 
of the bottom 10 per cent, between the top 10 per cent 
and the intermediate 60 per cent, and between average 
incomes in North America and Europe and those in all 
developing country regions. If, as some evidence sug- 
gests, people commonly think about inequality in ab- 
solute rather than relative terms—those at the lower 
end feel more resentful and more inclined to migrate 
as absolute gaps increase even as relative incomes be- 
come more equal—our answer to the question, ‘What 
is happening to income inequality?’ should not be 
blind to absolute gaps. 





KEY POINTS. 


+ World life expectancy at birth rose from 47.7 years in 
1950-5 to 664 years in 2000-5. To what extent the 
increase was caused by increased income is controversial. 

‘+ The average income for the South, with about 85 per 
cent of world population, s stil around 15 per cent of 
that of the North (constant 2005 USS), after decades 
of proactive development (http://dataworidbankorg/ 

+ Incomes should be calculated at PPP-adjusted 
‘exchange rates when comparing relative welfare (with 
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acknowledgement of large margins of uncertainty), and 
at lagged market exchange rates at constant prices when 
‘comparing relative ability to participate in cross-border 
‘transactions (mport, borrow, rent offices in New York 
and Geneva, hire consuitants, and lawyers, etc) 

+ The US with 45 per cent of world population (2010), has 
228 per cent of world FX GDP, by far the biggest share. 
‘China, with 193 per cent of world population, has 9:2 per 
cent of world FX GDP (2010), the second biggest share, 

+ The average income of the richest ten countries relative 
to that of the poorest ten soared from 33 in 1960 to 
almost 120% 2010. 


‘+ From around 1980+to the early 2000s, in the post-Bretton 


\with the previous two to three decades. For the OECD 
countries, output per capita grew more slowly in the 
period 1990-2010 than in previous decades back to 1960, 
despite macroeconomic stablity and liberal markets. 

+ Growth rates since 1980 varied substantially between 

‘regions. African countries performed poorly also, from 

‘a higher starting point, many Latin American and central 

and East European countries. In contrast. East Asias 

growth rates were the highest in the world, 

‘A World Bank study found that of the 101 middle-income 

‘countries in 1960, only 13 had reached the high-income 

threshold by 2010, Evidence of this kind underfines the 

ficulties of economic development, and the reality 

‘ofa ‘middle-income! or ‘middle-capabiities’ or inon- 

convergence’ trap or glass ceiling, 

‘+ The major determinant of income inequality on a world 
scales the choice of measures. The income measure matters 
‘most whether incomes are converted at market exchange 
rates or PPP exchange rates The distribution measure isthe 
second most important determinant: whether the Relative 
‘Gri, Absokite Gini or polarization measures. 


+ Most measures of inequality of average country incomes 
suggest a significant increase between around 1980 
‘and 2000, Global interpersonal income distribution, as 
‘measured by the Relative Gini increased between 1988 
and 2003. Both measures fll over the 2000s, probably for 
the first time since the Industrial Revolution. 


+ Most of the absolute increase in world income or 
‘consumption between the early 1990s and today accrued. 
tb individuals at the upper end of world income dstribution, 
‘the lage majority of whom lve in the high-income 
‘countries. Only a tiny proportion of the increase accrued 
‘to those at the lower end Ths s the ‘Matthew Effect’ ona 
world scale Matthews Gospe! says, For unto everyone that 
bath shal be given, and he shall have abundance! 
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‘+ The present absolute income gaps in the world economy 
are so large that they will go on increasing for another 
half-century at the least, even if developing countries grow 
significantly faster than developed countries. Many of the 


probably hold when absolute gaps are widening, even 
when relative gaps are fling, 

*+ Countries tend to fall into two clusters by internal income 
inequality: low- and middle-income countries in the high 
cluster, high-income countries in the low chester. There is 
‘Rot much evidence of developing countries crossing from 
‘the high to the low cluster, contrary to the expectations 
Of the Kuznets inverted U theory of income distribution. 
‘The US is transitioning from low to high. 

‘+ Trends in income distribution between regions, cases, 
and individuals or households suggest that the period 
since 1980 might be called ‘the second age of (vertical) 
inequality, the first one being the period for several 
decades before 1929. 

‘+The trends in favour ofthe high-income countries and 
people may have changed direction in the nearly decade 
long period since the early 2000s when low- and middle 
income countries grew much faster than high-income 
countries. But the growth acceleration in the South in 
2003-12 was substantially fuelled by unsustainable crecit 
growth in the US and parts of western Europe: and has 
‘turned into growth deceleration since 2012. 











Poverty 


Poverty has attracted more attention from the ‘inter- 
national community’ than inequality, as in the World 
Bank's motto, ‘Our dream [now upgraded, under Presi- 
dent Jim Kim, to ‘plan’]is a world free of poverty’, and 
the United Nations’ Millennium Development Goal 
number one, to halve, by 2015, the proportion of devel- 
oping countries’ population living in 1990 onan income 
of less than the equivalent of USS1.25 per day. Acting to 
reduce poverty is sanctioned by all religions and boosts 
our sense of “doing good in the world’, while acting to 
reduce inequality inevitably raises questions about the 
appropriateness of the income of those who voice their 
concern, and sounds ominously ‘political’ to interna- 
tional organizations which claim to be ‘apolitical’. 

‘The standard way to measure poverty is to use an 
income or consumption measure, and for the sake of 
simplicity we stick to this convention here. Counting 
the number of people living below an income poverty 
line gives us a measure of the incidence (not severity) 


of poverty, and we can measure trends in global pov- 
erty by summing the number of people living below 
a standard international poverty line and tracing the 
number across time. But we should keep in mind that 
poverty is about deprivation of basic capabilities, and 
deprivation is multidimensional, including income, 
hunger, disease, lack of shelter, lack of water and sani- 
tation, and social exclusion. We should also keep in 
mind that to observe poverty only through numbers is 
to miss the tragedy of truncated lives, which would be 
your and my tragedy if we had the bad luck to be born 
into the lower deciles of countries where 85 per cent 
of the world’s population lives. 

‘The World Bank is the main source of the poverty 
numbers, To get the world extreme poverty head- 
count, the World Bank first defines an international 
extreme poverty line (IEPL) which (1) reflects the 
conditions of absolute poverty in the world’s poor- 
est economies, and (2) corresponds to the same real 
level of well-being in all countries. Hence it takes the 
national poverty lines of a set of very poor countries, 
uses PPP exchange rates to convert the lines into US 
dollars, calculates the average, and converts the aver- 
age back into countries’ currencies to get their IEPL. 
in national currency. All countries’ IEPLs should have 
the same notional purchasing power as the dollar line 
in the United States in the benchmark year; and prob- 
ably differs from their own national poverty line. 

In the Bank's first global poverty estimation (1991), 
this procedure yielded a conveniently understandable 
PPPS1 aday for the base year of 1985. Each subsequent 
round of ICP calculations of PPP exchange rates 
have required this figure to be updated. The 1993-5 
round resulted in the line being raised to $1.08; the 
2005 PPPs generated $1.25; and now the 2011 PPPs 
have generated $1.90. From household surveys, the 
Bank estimates the number of people in the country 
living on less than the IEPL in the base year. It sums up 
the country totals to get the world total of people liv- 
ing in extreme poverty. It then uses national consumer 
price indices to keep real purchasing power constant 
across time, and adjusts the IEPL for each country 
upwards with inflation. As well as the extreme pov- 
erty headcount (people living on less than PPPS1 a 
day, updated) the Bank also estimates the ordinary 
poverty headcount (people living on less than PPPS2 
a day, updated). In 2008, the World Bank presented re- 
vised estimates of countries’ GDPs and world poverty 
headcounts, based on the international price survey of 
2005. Table 12.3 summarizes the numbers before and 
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Table 12.3. Key world poverty numbers 
1981 2002 2005 

No. (bn) * No. (bn) * No. (bn) % 
Old estimate @ $1.08 IS 41 uw 20 09 7 
New estimate @ $125 9 32 16 31 4 3 
New estimate @ $2.50 27 7S 33 62 34 57 

Excluding China 

Old estimate @ $1.08 09 2 09 2 09 n 
New estimate @ $1.25 ind 40 12 u 12 2B 
New estimate @ $2.50 18 66 26 66 26 63 
Nt: Percentage refers to populiton of the developing word ‘Ok refers to PPP conversion using pre:-2005 price ta 
Sources Chen and Raalion (2008, 2010} See ao © Werld Bark PovaNet (tp/researchworkdbakorpoveaNet/adextm!) 








after the revised estimates, with and without China. 
‘The size of the revisions suggests the frailty of the 
poverty numbers. 

‘The numbers living in extreme poverty show a pro- 
nounced fall between 1981 and 2005, with both the 
pre-2005 PPP exchange rates and the ones based on 
the 2005 price survey. This is good news, indicating 
substantial progress in cutting the number of people 
living in extreme poverty. The bad news is that, ac- 
cording to the new estimates, hundreds of millions 
more people have been living in extreme poverty than 
earlier estimated, so the extreme poverty problem was 
and remains much worse than had been thought. As 
the World Bank's ‘poverty czars’ summarize, ‘While 
the new data suggest that the developing world is 
poorer than we thought, it has been no less successful 
in reducing the incidence of absolute poverty since 
the early 1980s’ (Chen and Ravallion 2008: 33) 

More bad news is that the fall in the number under 
$1.25 a day is due entirely to China. Take out China 
and the number in extreme poverty increased (though 
the proportion of the developing world population 
still fell from 40 per cent to 28 per cent). Still more bad 
news is the sheer number of people living on less than 
the scarcely generous PPPS2.50 a day, almost 3 billion 
by 2010, more than 40 per cent of the world’s popu- 
lation. Moreover, the number of people living below 
this threshold increased substantially between 1981 
and 2005, which implies a big bunching between $1.25 


and $2.50 a day. People in this income band remain 
very vulnerable to shocks such as the steep rise in food 
and fuel prices after 2005, and the economic crisis of 
2008. 

Still more complications to our understanding of 
world poverty come from the radical differences be- 
tween extrapolations forward from the IPC 2005 PPPs 
and the IPC 2011 PPP results (Box 12.1). The latter give 
the number of Indians living below the World Bank's 
extreme poverty line of $1.25 per day as about 300 
million less than the figure extrapolated from the 2005 
PPPs; and the number of extremely poor people in the 
world as less than half the figure estimated by extrapo- 
lation from 2005. As noted in Box 12.1, Martin Raval- 
lion, who probably knows more about global poverty 
statistics than anyone else, considers the 2005 PPPs to 
be more reliable than the 2011 ones. We are left, again, 
with the feeling of being on quicksand. 

‘The geographical distribution of extreme poverty has 
changed. Of the total number of people in 1990 living on 
less than the PPPS1.25 line (1.8 billion), 48 per cent lived 
in East Asia and Pacific, 32 per cent in South Asia, and 
16 per cent in sub-Saharan Africa. Of the total in 2005 
(1.4 billion) the corresponding figures were 23 per cent, 
43 per cent and 28 per cent. So world poverty became 
more ‘Southasianized’ and ‘Afficanized’. In terms of the 
share of total population living in extreme poverty, in 
1990, sub-Saharan Africa had 58 per cent, East Asia and 
Pacific, 55 per cent, South Asia, 52 per cent. By 2005 the 
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corresponding figures were 51 per cent, 17 per cent, and 
40 per cent. 

‘These numbers are based on the 2005 PPPs. Recall 
that the 2011 PPPs give a more upbeat picture for the 
same years, with a lower level of extreme poverty and 
a strong downward trend. But whichever source we 
use, we should not take the Bank's poverty numbers 
at face value 


Large margin of error 


Several reasons suggest that the margin of error is 
significant. First, the poverty headcount is sensitive 
to the precise level of the international poverty lines. 
Figure 12.2 shows that the population-income curve is 
steep at low levels of income (including at the $1-a-day 
line), meaning that small shifts in the line make large 
changes in the number of people below it. 

Second, the poverty headcount is sensitive to the 
reliability of houschold surveys. Some countries sur- 
vey income, others, expenditure, others, consump- 
tion, and merging the results is not straightforward. 
The available surveys are of widely varying quality, 
different countries use different formats and the same 
country may change the format from one survey 
to another. For example, surveys may use different 
reporting periods. A study in India in the late 1990s 
found that switching from the standard 30-day report- 
ing period (asking people their expenditure over the 
previous 30 days) to a seven-day period cut the num- 
ber of poor by half, because the shorter recall period 
yielded more reported income or expenditure. But a 
later study found a much smaller effect. 

‘Third, by far the two most important countries for 
the overall trend, China and India, have PPP-adjusted 
income figures that contain even more guesswork 
than for most other big countries. The government 
of China declined to participate in all the rounds of 
the ICP until 2005 (see Box 12.1), so the PPP estima- 
tions for China have been based on econometric re- 
gressions rather than real data; and those for India 
have been based on extrapolations from the 1978 price 
survey plus other adjustments. The lack of reliable 
price surveys for countries accounting for over a third 
of the world’s population—hence the lack of reliable 
evidence on the purchasing power of even average in- 
comes, let alone incomes of the poor—compromises 
any statement about levels and trends in world pov- 
erty. But China and India did participate in the IPC 
2011 price surveys. 


Note that other world variables are also subject to 
large but unquantified margins of error. The absolute 
income per capita of the poorest countries is implau- 
sibly close to the survival minimum, which probably 
reflects substantial undercounting of agricultural, in- 
formal, and black activities. The per capita incomes 
of the richest countries are undercounted because 
of deficiencies in measuring inflation and quality im- 
provements, and large-scale concealment of income 
and wealth at the top. 


Downward bias 


Other sources of error may bias the poverty numbers 
downwards, making the number of poor people seem 
lower than it is; and the bias may increase over time, 
making the trend look rosier than itis. 

First, the Bank's IEPL refers to purchasing power 
over an ‘average consumption’ bundle, not to a basket 
of goods and services that makes sense for measuring 
poverty (though ‘S1 a day" does have intuitive appeal 
to a Western audience being asked to support aid). It 
probably underestimates the income or expenditure 
needed for an individual (or household) to avoid pe- 
riods of food-water-clothing-shelter consumption 
too low to maintain health; and specifically, needed 
for manual labour as distinct from sedentary labour. It 
avoids altogether the problem that basic needs include 
unpriced public goods like clean water and health- 
care. Suppose it costs Rs.30 to buy an equivalent bun- 
dle of food in India (defined in terms of calories and 
micronutrients) as can be bought in the US with $1; 
and that it costs only Rs.3 to buy an equivalent bun- 
dle of services (haircuts, massages) as $1 in the United 
States (Reddy and Pogge 2003). Current methods of 
calculating purchasing power parity, based on an aver- 
age consumption bundle of food, services, and other 
things, may yield a PPP exchange rate of, say, PPPS1 = 
Rs.10, meaning that Rs.10 in India buys the equivalent 
average consumption bundle (food, services, etc.) as 
$1 in the United States. But this is misleading because 
the poor person, spending most income on food, can 
buy with Rs.10 only one-third of the food purchas- 
able with $1 in the United States. To take the IEPL 
for India as Rs.10 therefore biases the number of poor 
downwards. 

We have no way of knowing what proportion of 
food-water-clothing-shelter needs the Bank's inter- 
national poverty line captures. But we can be fairly 
sure that had the Bank used a basic needs poverty line 


rather than its present one (an average of the national 
poverty lines of a set of low-income countries) the 
number of absolute poor would rise, because the na- 
tional poverty lines equivalent to a global basic needs 
poverty line would probably rise, perhaps by 25 to 
40 per cent. 

A.25 to 40 per cent increase in a basic-needs-based 
international poverty line would, for the reason men- 
tioned earlier, increase the world total of people in 
extreme poverty by a large fraction, probably at least 
25 to 40 per cent. We can be reasonably confident that 
switching from the Bank's IEPL to one reflecting the 
purchasing power necessary to achieve elementary 
human capabilities would substantially raise the num- 
ber of people in poverty. 

The second reason for suspecting that the Bank's 
poverty numbers make the trend look rosy relates to 
the effects of changes in average consumption patterns 
as average incomes rise. Worldwide average consump- 
tion patterns are shifting toward services whose prices 
relative to food and shelter are lower in poor than in 
rich countries, giving the false impression that the cost 
of the basic consumption goods required by the poor 
is falling. As Indians become wealthier and consume 
more services relative to food, a rupee appears to buy 
more than it used to; and so the PPP value of Indian 
incomes goes up. But poor Indians continue to spend 
most of their income on food, and for them the pur- 
chasing power of rupees has not increased. Part of the 
apparent fall in the number of people below a pov- 
erty line defined in PPP-adjusted rupees is therefore 
a statistical illusion. The widespread removal of price 
controls on ‘necessities’ and the lowering of tariffs on 
luxuries amplify this effect. 

All these problems have to be resolved in one way 
or another in any estimate of world poverty, whoever 
makes it. The fact that the World Bank is the near-mo- 
nopoly provider introduces a third possible downward 
bias. The number of poor people is politically sensi- 
tive. The Bank's many critics on Right and Left like to 
use the poverty numbers as a pointer to the conclusion 
that it has accomplished ‘precious little’, in the words 
of former US Treasury Secretary Paul H. O'Neill. 
‘The chairman of a taskforce established by the US 
Congress to report on the multilateral economic or- 
ganizations described the fall in the proportion of the 
world’s population in extreme poverty from 28 per 
cent in 1987 to 24 per cent in 1998 as a ‘modest’ de- 
cline, the better to hammer the Bank (Meltzer 2001). 
“This critique provides a rationale for the US to control 
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the Bank (appoint the president and maintain a big 
enough share of votes to exercise a veto, the only 
country able to do so). Forts part, the Bank highlights 
the fall in the poverty numbers when responding to 
criticism from powerful member states, to show that 
it is doing a good job. When trying to enlist support 
for a bold initiative it may highlight the magnitude of 
poverty, 

‘The enormous increase in the poverty numbers 
made in the wake of the 2005 ICP price survey adds 
to the sense of uncertainty. Angus Deaton argues that 
the increase is due mostly to the statistical technique 
for recalibrating the IEPL. The line is calculated as 
the average national poverty lines in a sample of low- 
income countries, one of which was India, whose na- 
tional line was one of the lowest in the sample. When 
India’s average income reached the middle-income 
threshold its national poverty line was removed from 
the sample—causing the sample average, hence the 
IEPL, to rise, causing the global extreme poverty head- 
count to rise. Having said this, Deaton also says, ‘It is 
all very confused, at least to me’ (personal communi- 
cation, 27 December 2009). However, the Bank now 
putts poverty computations online ina way that ena- 
bles others to recalculate poverty numbers with differ- 
ent assumptions (at PovcalNet). 


KEY POINTS 


+ The good news is that, according to World Bank figures, 
the number of people iving in extreme poverty fell by 
around 25 per cent between 1981 and 2005; and the 
[proportion of the developing world’s population living in 
‘extreme poverty fll from half to a quarter: The bad news 
‘that. f China is excluded, the number in extreme poverty 
increased. The number living on between PPPS 1.25 a day 
and $250 a day (the new extreme and ordinary poverty 
Sines, based on the post-2005 PPP numbers) increased so 
‘much that the world total living on ess than $2.50 a day 
increased. Almost 3 billon people live on an income of 
less than PPP§250 a day, more than haf of the developing 
‘world’s population, and more than 40 per cent of the 
‘world’s population, after decades of development, 

+ Braminaton of how the numbers are constructed suggests 
‘they contain a large margin of indeterminacy. There are 
reasons to presume that they may be downwardly biased, 
‘and may make the trend look better than itis 

+ The international poverty ines have a weak link with 
‘the income needed to sustain basic human capabilites. 
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past 20 to 30 years: Moreover, the magnitude of world 
population increase is so large that the Bank’s poverty 
umbers would have to be huge underestimates for the 
world poverty rate not to have fallen. This isa historically 
unprecedented achievement the world can be proud of. 











How to explain the globalization 
consensus 


If the evidence is shaky, why the confidence in the global 
policy community that neo-liberal globalization is the 
best path of further travel for the world? The ‘law’ of 
power hierarchies says that elites of a given political 
economy arrangement tend to believe theories which 
justify their own position. At the pinnacle of global cor- 
porate power is a super-cluster of 147 densely linked 
firmsaccounting for a high share of global corporate rev- 
cenues, Itis itself dominated by finance: all of the top 50 
except one are financial firms (Coghlan and MacKenzie 
2011), Oligopolistic financial firms, atthe intersection of 
the investment, credit, savings processes of the global 
economy, are able to reap the bulk of the returns from 
production. This helps to explain the remarkable change 
noted earlier: the value of financial transactions to global 
GDP rose from about 14 in 1997 to almost 70 today, so 
that the realm of finance now swamps the realm of 
GDP (the ‘real economy’). The shift to finance-driven 
globalization has driven the lift-off of top incomes from 
the rest, as the ‘have-lots’ benefit from interest payments 
and bonuses in the financial system, as well as from 
dividends. No surprise, then, that the experts invited 
as media commentators on economic matters come 
‘mostly from the financial sector. No surprise that after a 
shortlived Keynesian response to the crash of 2008, gov- 
‘ernments gave priority to ‘restoring the confidence of 
financial markets’ through fiscal austerity coupled with 
very cheap credit, much of which flowed into ‘emerging 
markets’ and non-productive asset markets, benefiting 
already rich owners. No surprise that the decades-old 
idea of taxing financial transactions, originally advanced 
by James Tobin, which seemed to take root in several 
European governments after 2008, has been discussed 
repeatedly only to be left on the shelf. 

Giant firms, whether in finance or other sectors, 
profit from ‘first-mover’ advantages and other kinds 


of entry barriers against potential competitors. Fac- 
ing few competitors, these firms want as open a global 
playing field for profit maximization as possible; and 
want to shape state policies to privilege their profit 
making. Neoliberal ideology helps them. First, it 
frames the choices as ‘market’ versus ‘state’, which 
obscures how giant corporations constitute a third 
entity colonizing both markets and states and con- 
figuring them to its own advantage. Second, it justi- 
fies maximum openness, claiming that maximum 
openness maximizes GDP growth in the longer run 
and thereby maximizes the all-important criterion of 
progress, aggregate consumption. Furthermore, the 
ideology says that ‘there is no alternative’: alterna- 
tive policy directions are infeasible or too costly for 
consumer welfare. So governments must keep taxes 
low, avoid trade protection, avoid financial transaction 
taxes, and so on, all apparently for the sake of con- 
sumption, which is equated with consumer welfare, 
which is equated with well-being. 

Neo-liberalism provides a safer justification—be- 
cause ‘apolitical’—than the ones used to justify eight- 
eenth- and nineteenth-century territorial openings, 
namely nationalism, racism, Christianity, and impe- 
rialism. Yet neo-liberal globalization could properly 
be called the ideology of a ‘new imperialism’ (Harvey 
2005b), new because, not being based on colonies, it 
operates through the combination of open economic 
policies, an international monetary system based on 
the US dollar as the primary international currency, 
and vast numbers of students from across the world 
attending US and other core countries’ universities. 
“The merits of the latter for supporting a modern impe- 
rialism were spelled out in 1924 by Robert Lansing, US 
secretary of state under President Woodrow Wilson: 
“We must abandon the idea of installing an American 
citizen in the Mexican presidency, as that would only 
lead us, once again, to war ... we must open the doors 
of our universities to young, ambitious Mexicans and 
make the effort to educate them in the American way 
of life, in our values, and in respect for the leadership 
of the United States ... these young people will come 
to occupy important positions and will eventually take 
possession of the presidency itself. And without the 
United States having to spenda single cent or fire a sin- 
gle shor, they will do what we want...” Of course, this 
modern imperialism also has an iron fist, in the form 
of a US military budget equal to one third of global 
military spending and a global network of around 
700 bases. The bases are intended to contain Russia 


and China and to secure governments friendly to the 
US, especially in energy-rich areas. Beyond marginal 
figures on the Left and Right, the new imperialism 
receives remarkably little critical scrutiny, because the 
clever people who flock into economics and capital 
management include few like Maynard Keynes, who 
made a fortune manipulating money on behalf of 
King's College, Cambridge, while also standing out- 
side such activities and thinking for mankind. 

‘The business community in the West, with its enor- 
mous resources, dominates the public debate about 
world economic order. It commissions studies, en- 
dows think tanks and university chairs, and broadcasts 
appropriate findings (‘political’ science) with fanfare. 

‘The main political parties depend on the business 
community for finance, not on members, and pre- 
sent what is good for business as what is good for the 
nation—centre-left parties almost as much as those of 
the right. The parties compete to win support of the 
mass media. To do so they must hesitate to promote 
projects which run counter to sharcholder interests, 
because media proprietors are beneficiaries of huge 
market capitalizations and architects of industrial con- 
centration. We saw the power of mass media to contain 
a continent-wide movement of solidarity with Greece 
and the Syriza government in 2015, by presenting 
Greece asa delinquent debtor worsening its responsible 
creditors’ problems, and not as the leader of a Euro- 
pean-wide pushback against a failed ‘austerity’ struc- 
tural adjustment programme coming from Brussels 
and the IMF. No wonder that the British Labour Party, 
while declaring its commitment to reduce poverty, at 
the same time has long boasted its unconcern about in- 
‘equality. One of its leading strategists declared, “We are 
intensely relaxed about people getting filthy rich.” 

‘These political trends suggest that globalization is 
working at cross-purposes to democracy, as demo- 
cratic systems lose their grip to regulate market 
‘competition in line with a common good whose char- 
acteristics are defined by political—therefore compro- 
mising—debate. For many globalization champions, 
stopping democratic processes from interfering with 
markets and multinational corporations is precisely 
the point; because the only meaningful common good 
or national interest is what the marketplace winners 
think. As stated by a leading neo-liberal economist in 
the post-war decades, Ludwig von Mises: 


CO inccquaey of wealth and incomes i the cause of the 
ing, not the cause of anybody's distress ... 





masses’ well-t 
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Where there is a lower degree of inequality, there is 
necessarily a lower standard of living of the masses. 9) 


(von Mises 1955) 


What held neo-liberalism in check during the long 
period from the 1930s to the 1970s—when income dis- 
tribution in Western economies became more equal, 
dramatically so in the United States—was fear of an ex- 
ternal enemy (the Soviet Union) and internal fifth col- 
umn (trade unions), memory of the calamity broughtby 
free market economics in the 1920s, the need to reward 
the masses who fought for the nation in two World Wars, 
and the surging gains in productivity and contentment 
as the innovations of electricity, telephone, combustion 
engine and indoor plumbing rolled out across the popu- 
lation. In these circumstances, ruling elites acted like an 
‘establishment’ willing to forge class compromises in 
order to mobilize consent to their rule, which included 
redistribution downwards (also to boost domestic de- 
mand, given limited export markets, compared to what 
came later). Social movements—the labour move- 
‘ment, civil rights movement, women’s movement, and 
others—helped to pass legislation which had the effect 
of raising the share of income at the bottom and middle 
and lowering the share at the top. 

‘This changed in the 1980s as the generation that 
experienced the earlier calamities retired and as the 
angry Right came to public office determined to erode 
the bargaining power of trade unions and reverse 
the squeeze on top incomes (in the US the share of in- 
come going to the top 1 per cent fell from about 22 per 
cent in 1929 to about 9 per cent in the late 1970s). Los- 
ing fear of the masses, elites in politics, business, and 
especially finance increasingly began to operate not as 
an ‘establishment’ but as an ‘oligarchy’, using state in- 
struments to redistribute power and income upwards. 
‘They justified their coup with the argument that the 
new structure was necessary to raise the rate of profit, 
which would raise the rate of growth, which would 
raise consumer welfare. A top UK civil servant during 
the Thatcher years, Sir Alan Budd, spelled it out: 


66 the Thatcher government never believed for a 
moment that [monetarism] was the correct way to 
bring down inflation. They did however see that this 
would be a very good way to raise unemployment. And 
raising unemployment was an extremely desirable way of 
reducing the strength of the working classes ... [This] has 
allowed the capitalists to make high profits ever since. 9 J 


(quoted in Cohen 2003) 
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Deprived of their external and internal adversar- 
ies, Western governments, giant corporations, and 
mass media began to imagine themselves the undis- 
puted victors of the Cold War and the incarnations of 
global progress, and to lead Western society and the 
rest of the world in the embrace of further globaliza- 
tion as the direction of human progress. Enabled by 
technological advances, opening the economies of de- 
veloping countries in the name of globalization and 
free market economics became a crucial part of the 
strategy for building profits at home, redistributing 
upwards, and undercutting the labour movement. 

At home, Euro-American policy elites—the least 
needy people the world has ever seen—are driving 
through a neo-liberal agenda in order to gnaw away at 
‘wages within their territories, while assuring their vot- 
crs that there is no alternative. Hence German finance 
minister Wolfgang Schauble’s dictum, ‘Austerity is the 
only cure for the eurozone’ (2011: 13). 


KEY POINTS 


‘+The shakiness of the evidence that neo-fberal 
slobalzation is producing catch-up growth and win-wins 
all around feeds back only weak into global policy as 
advocated by organizations such as the World Bank, the 
IMF, and the OECD The story—framed as the application 
Of universal laws (see epigraph |) —is too good not 
to be true. It legitimizes the hugely disproportionate 
sins obtained by the top 10 per cent of world income 
distribution, by global firms based largely in the West, 
and by the US state which has adopted a commitment to 
continuous expansion of private consumption as the basis 
for domestic peace (also now the Chinese state). The 
‘main public-opinion-shaping media outlets are controlled 
by groups strongly committed to expanding the scope 
for private profit-secking. Investors should be able easily 
+o choose between options as diverse as palm olin the 
‘Amazon, oil in the Arctic, and public-private hospital 
partnerships in Britain. 











Conclusions 


This chapter began by setting out the neoliberal glo- 
balization argument, which has profoundly shaped 
economic policy in most countries around the world 
in the last decades of the twentieth century and into 
the 2000s. It says that national governments can opti- 
mize their economy's creation of income and wealth 


by adopting free market policies and institutions, 
thereby extending the geographic and sectoral scope 
of capitalist exchange and shrinking the scope of non- 
market social protection. Expanding exchange is the 
key to a virtuous circle of higher economic growth, 
stronger rule of law, falling poverty, falling inequality, 
and stronger democracy. Countries thatare poor today 
can enter this virtuous circle provided the government 
strengthens capitalist institutions internally, opens the 
economy to the world, creates institutions of imper- 
sonal trust, and stands against corruption; and pro- 
vided it gets help from the international community. 
The world economy is an open system; all countries 
could conceivably enjoy the same high level of pros- 
perity, just as all marathon runners could conceivably 
cross the line at the same time. There is no hierarchi- 
cally structured relationship between richer parts and 
poorer parts. The same basic growth strategy is appro- 
priate for all, derived from the immutable laws of eco- 
nomics. The World Bank's newly appointed country 
economist for Senegal knows what the government 
should and should not do before she gets off the plane. 
‘The champions of this argument—based on the idea 
of mainstream economics expressing universal truths, 
free of ideology—tend to ignore contrary evidence or 
treat it with the annoyance one might direct at a fly. 


Globalization in question 


‘We know that evidence underdetermines the accept- 
ance of theories. Nevertheless, itis remarkable how in- 
fluential the globalization argument became, because 
the evidence is ambiguous. For example, we have seen 
that much of the evidence adduced for ‘globalization 
works’ and ‘the rise of the South’ is the story of Asia, 
and especially China. There is no doubt that most of 
China's residents have benefited materially, since the 
1980s, on a huge scale, by its entrepreneurs, business 
‘owners and workers exploiting opportunities in inter- 
national markets, as the neo-liberal globalization ar- 
gument expects. 

But two big qualifications have to be made. First, 
the fact that hundreds of millions of people in China 
(and India) have attained living conditions above ex- 
treme poverty in the past 20 years does not support the 
idea that a general process of globalization is driving a 
general improvement in global living conditions suffi- 
Giently fast to bring most of the caravan of economies 
and peoples closer together. Much of the evidence for 
income convergence on a world scale between the 


1980s and today disappears when China is removed. 
Second, China's set of policies and institutions during 
the past several decades of high growth would earn it 
a low score on the Washington-Brussels Consensus, 
unless the scores are reverse-engineered from high 
subsequent growth rates. 

Widespread adoption of neo-liberal prescriptions 
has not much altered the decades-long coupling of 
growth in the South to growth in the North, and now 
also in China; and no developing country has reached 
the GDP size where its growth has a major impact on 
global economic conditions, except, again, China. Re- 
call that much of the story about the rise of the South 
and about globalization being win-win for South and 
North is based on the fact that over the 2000s low-and 
middle-income countries experienced much faster 
economic growth than developed countries, which 
led many to suggest thar the South had ‘decoupled’ 
from the North in the sense of being able to generate 
fast growth endogenously. The bulk of evidence sug- 
gests that the unprecedented acceleration of growth 
in these countries since 2000 was based less on im- 
provements of their ‘fundamentals’ and more on ex- 
ceptionally expansionary global economic conditions 
driven by unsustainable debt-fuelled policies in devel- 
oped countries and latterly China (Akuz 2013). In 2006 
the US's current account deficit was about equal to 
India’s GDP. In the two years of 2011 and 2012 China 
produced more cement than the US did in the entire 
twentieth century. 

High growth in China has been driven first by fast 
expansion of exports to the North and more recently 
by an investment to GDP ratio so high as probably 
to be unprecedented in world history. Fixed asset 
investment has risen to nearly 50 per cent of GDP, 
as compared to 30 per cent to 35 per cent in Japan 
during its miracle growth decade when it achieved 
similar growth rates as China over the 2000s. Apart- 
ment prices have risen to a dizzying 15 to 20 times 
the average household income in first tier cities, as 
compared to 12 to 15 times in late 1980s bubble-era 
Japan. Two decades later Japan has still not recovered 
from its burst bubble, and China's crash would have 
further-reaching consequences for the world than 
Japan's did. 

Evidence adduced in this chapter suggests an anal- 
‘ogy between the world economy and the physical 
universe: a force analogous to ‘gravity’ hinders up- 
ward mobility (and keeps internal inequality high), 
and a force analogous to ‘magnetic levitation’ holds 
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up the rich economies (and keeps internal inequality 
relatively low). Many middle-income countries have 
languished in a ‘middle-capabilities trap’, their firms 
unable to break into innovation-intensive activities 
or into the market for branded products, where the 
high profits are to be made, and outcompeted by firms 
based in China and offshoots in Southeast Asia 

‘The globalization champions have tended to ignore 
or downplay not only the poor ‘catch up’ performance 
record of the globalization era, but also the tension 
between more market integration and democracy. 
There is an ‘elective affinity’ between more market in- 
tegration, states relying on borrowing more than taxa- 
tion, financial crises, stringent fiscal policy to free up 
resources for debt repayment (mandated by creditors 
and international organizations), and national execu- 
tives which strengthen themselves at the expense of 
legislatures. 

In terms of how global thinking about develop- 
ment strategy should change, we should start by 
setting aside the false dichotomies of open or closed 
economy, globalization as opportunity or threat, gov- 
ernment limited to umpiring on a level playing field or 
government intervention to influence resource alloca- 
tion. We can agree that a national incentive structure 
containing protection of property rights, easy entry 
into sectors, and encouragement to export gives the 
foundation for robust economic growth in developing 
countries. Low scores for these three features consti- 
tute significant obstacles. Then the question is how to 
combine the opportunities offered by international 
markets and incoming multinational corporations 
with coordinated strategies for domestic investment, 
corporate governance and education, so as to stimu- 
late domestic entrepreneurs and create a more na- 
tionally integrated economy, with a more diversified 
production structure and substantial economic sover- 
cignty within the developing country state rather than 
externalized to foreign firms and foreign governments 
or international organizations. With this perspective 
‘we can consider the possibilities of state-sponsored di- 
rectional thrust without the discussion being hijacked 
by a preternatural terror of governments ‘picking 
winners’ or a conviction that the private sector can 
do no wrong, as in the assumption that ‘corruption’ 
is only about the public sector (Wade 2004a, 2015; 
Chang and Grabel 2014). 

Elsewhere, I have outlined a set of principles that 
might guide an alternative approach to development 
strategy with a more active role for the state (Wade 
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20034, 2003b, 2004a: ch. 11; 2015). There is not, 
of course, a single alternative to the Washington— 
Brussels Consensus. What is appropriate for middle- 
income, semi-peripheral economies like Malaysia and 
coastal China may be inappropriate for low-income, 
peripheral economies like Uganda. 

Development strategies have tobe geared to the au- 
thority structure of states and to leaders’ perception 
of the determinants of their or their group's political 
survival. Some states are more ‘neo-patrimonial’ than 
others, some have a broader class-base than others, 
and both factors affect the degree to which the state is 
able to concentrate resources on sensible investment 
(Kohli 2004). The West is keen to promote democ- 
racy and expansion of civil society. But a democratic 
transition may result in business or religious capture 
of the state, weakened technocracy, popular disgust 
of politics, and erosion of a pre-existing growth coa- 
lition. In this area of appropriate state structure, we 
know even less than about alternative principles of 
development strategy. But the contrast between the 
development trajectory and present-day living condi- 
tions in Seoul /South Korea and Manila/ Philippines is 
sobering for those who believe that democracy, civil 
society, and a directionless approach to industrial de- 
velopment (the Philippines’ story) is the right prescrip- 
tion for development. 

In the affluent West, the Crash of 2008 and the 
long and hesitant recovery suggest a crisis not just 
in the capitalist growth system but of the capitalist 
growth system, resulting from a combination of (a) 
dominance of the highly concentrated financial sector 
cover politics and the real economy, (b) high income 
and wealth concentration at the top, and (c) states fol- 
lowing a broadly neoliberal agenda. The conundrum 
is how to curb the plutocracy and its presumption of 
winner take all, and reverse the growth of the pre- 
cariat even in the face of rapid automation, while pre- 
serving openness to ideas, people, and trade as a core 
political value. 

The solution lies in recognizing that the West 
and East Asia have already passed a turning point in 
human history, where female fertility has fallen below 
replacement levels. The capitalist economy has been 
dependent on ever more people producing and con- 
suming ever more stuff. An ageing and eventually 
shrinking population that consumes less takes us into 
uncharted territory, where further increases in aver- 
age income are hardly associated with improvements 
in quality of life. 


usinto uncharted territory. But we can be fairly sure that 
the direction of economic development for the world 
has to be: away from mass production and standardized 
consumption, with ‘planned obsolescence’ built into 
production and consumption (the ‘American way of 
life’ of the second half of the twentieth century); and to- 
wards the reuse of materials (including by hiringand up- 
grading rather than purchase of new hardware), lower 
energy consumption, and more renewable energy—but 
to focus only on switching to renewable energy leaving 
consumer demand still tethered to enengy- and materi- 
alsintensive consumption is a recipe for disaster. 

‘These trends have to be complemented by measures 
to change the opportunity and incentive structure so 
as to curb income and wealth inequality, especially in 
developing countries. Not only through redistributive 
fiscal measures like progressive taxation (and a shift 
away from income tax towards tax on land and build- 
ings), blocking companies’ and wealthy households’ 
ability to hide assets and escape taxation, and public 
healthcare and early childhood education. Also predis- 
tributive ones, like measures to greatly expand access 
to income from capital, via wider share ownership, so 
that most of the population, not just the wealthy, can 
earn income while they sleep; and measures to reform 
corporate governance so as to discourage short-term 
profit expectations, stock buybacks, and senior execu- 
tive remuneration three digits more than the average, 
to encourage R&D and training, and to require finan- 
ial disclosures of information that ‘could! (not just 
‘would’) influence investor decisions, and employee 
voice in firm management. Governments will have to 
‘intervene’ more than sanctioned by neo-liberal ideol- 
ogy as economies move towards less labour input and 
more intelligent automation (‘no more average’), a 
trend which, if not buffered through the compromises 
of the political process, will give more rewards to in- 
vestors and less to most labour, and will tip the balance 
even further from ‘democratic control of capital’ to- 
wards ‘democratic control by capital’. All this has to go 
with efforts to re-energize the (non-material) aesthetic 
and spiritual dimension of what it means to live well 
on Earth. Otherwise, the history of hunting (in the 
‘Swahili proverb) will foretell the end of human history. 


Economics in question 


‘There are two criteria of ‘truth’ in science. One is 
consistency, the other, correspondence with evidence, 


Mathematics is the home of truth as consistency, ob- 
servational sciences the home of truth as evidence. 
Economics claims to combine both. But much of 
economics, especially macroeconomics, has used an- 
other criterion of ‘truth’ in practice: consistency with 
faith in free markets, equivalent to faith in religious 
doctrine or political platform, which unites a group 
coordinated by deference to a few revered leaders, and 
encourages disregard of ideas and evidence from peo- 
ple who do not signal their membership of the group 
(Romer 2016). 

This faith holds up the perfectly competitive market 
as the ideal against which to identify and correct ‘im- 
perfections’ in the real world. One of the attractions 
of the perfectly competitive model is that it eliminates 
‘power’—all actors in the ‘democracy of the market- 
place’ are individually insignificant and cannot shape 
market outcomes to serve their interests. So ‘good’ 
economic policy is policy which sustains competitive 
markets; ‘bad’ economic policy is policy which allows 
individually significant actors to manipulate outcomes 
in their favour. The faith also presumes that what is 
derived from a mathematical model has the aura of 
truth, what is not derived from a model is suspect or 
irrelevant. As Paul Krugman said about why econo- 
mists failed to anticipate the Crash of 2008, ‘the eco- 
nomics profession went astray because economists ... 
mistook beauty, clad in impressive-looking math, for 
truth’ (Krugman 2009). 

‘The simplicity, elegance, and ease of mathemati- 
cal formalization of neo-liberal ideas give them per- 
suasive advantages. Presented as ‘immutable laws’, 
they endorse politicians’, officials’ and policy econo- 
mists’ love of brevity and speed. They can readily be 
deployed to sanction the super-wealthy’s opposition 
to government regulation, taxation, and downwards 
income redistribution. They obscure the fact that 
“the (financial) markets’ comprise a small number 
of organizations powerful enough to hold govern- 
ments, especially “debt states’, over a barrel. And 
they connect metaphorically to the wider public's 
personal experience: ‘just as the household has to 
tighten its belt in hard times, so must the govern- 
ment’; ‘a debt problem can't be cured by borrow- 
ing’; tax cuts generate enough growth to pay for the 
cuts’; ‘wage cuts raise the demand for labour’. They 
connect not just to personal experience but also to 
emotional values widely seen as not negotiable, like 
‘freedom’, ‘self-reliance’, ‘level playing field’, “de- 
mocracy’, ‘efficiency’. 
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‘The political adage says, ‘If you are explaining, you 
are losing’. Keynesian, evolutionary, institutional, and 
Marxist branches of economics need more explain- 
ing than neo-liberal ideas. They are more difficult to 
formalize mathematically, more difficult to translate 
into universalistic prescriptions, and more difficult to 
convince elites of. Also, an economist who is expert 
in institutional contexts, as distinct from mathemati- 
cal formalism, is less likely to get published in the ‘top 
journals and less geographically mobile in the aca- 
demic job market. 

Moreover, both politicians and policy economists 
face strong incentives to appear certain about policy 
prescriptions. If they can convince their publics and 
clients that the alternatives are only two, one of which 
is obviously inferior (government interventionism or 
neo-liberal universals), they find it easier to induce ac- 
tion (see epigraph 3). 

Economists have tended to harness the neo-liberal 
apparatus to an implicit ‘maxi-max’ decision rule: se- 
lect the policy option which has one of its possible 
‘outcomes which is better than any possible outcome 
of other policy choices, without regard to the prob- 
ability of that best outcome actually materializing 
(DeMartino and McCloskey 2016). The combination 
of the maxi-max decision rule with ‘government fail- 
ure is generally worse than market failure’ tends to 
generate policy prescriptions in line with the interests 
of the owners and managers of capital. So economists 
long resisted government regulation of finance on 
grounds that deregulated financial markets promised 
bigger benefits than more regulated markets, hardly 
weighing the possibility that liberalized financial mar- 
kets—including free cross-border flows—would pose 
appreciable dangers to the entire society. They have 
long championed production globalization (trans- 
ferring factory jobs to cheap labour sites or replac- 
ing them at home with machines), which is good for 
capitalists and the share of profits in national income. 
‘They ignore that abandoning today’s ‘commodity’ 
manufacturing can preclude entry into tomorrow's 
new industry, because new industries need a whole 
ecosystem of supplier-customer relations where 
technological knowledge accumulates and experi- 
ence builds on experience. (Of course, production 
globalization has also contributed to a fall in extreme 
poverty and growth of the middle class in some devel- 
oping countries, notably China.) 

Given the severity of the 2008 Crash and Long 
Slump, and given what is known about the causal role 


351 


352 


Robert Hunter Wade 


of the world’s leading banks and other financial firms 
operating in a neo-liberal regulatory framework, the 
visitor from Mars would be amazed to find that neo- 
liberalism remains the guiding ideology on the com- 
manding heights of western economies. Politicians 
and economists have shifted the solution to the crisis 
from boosting aggregate demand, stronger and sim- 
pler regulation of private finance (higher equity re- 
quirements, not higher requirements for complex 
debt securities which can be turned into equity when 
a bank fails), and investment in infrastructure and new 
technologies. They focus more on cutsin public spend- 
ing (especially welfare spending, to stop poor people 
sponging off the rest of society, unlike the wealthy), 
and continued reliance on expansionary monetary 
policy, even after the biggest monetary stimulus in his- 
tory has failed to regenerate sustained growth. 

The clue to the Mars visitor's amazement is the 
distinction between neo-liberalism as theory and 
neo-liberalism as source of real-world policy. The 
former assumes an economy of many competing 
firms operating in a market to satisfy individual con- 
sumers’ preferences, and operating in a polity of 
multiple interests with a strict separation between 
economic and political power and tight constraints 
on the political executive. The latter uses the theory 
of neo-liberalism to disguise the way the state has re- 
structured itself to promote the interests of the own- 
ers and managers of oligopolistic corporations. We 
see this from the way that the latter have emerged 
from the crisis even wealthier than before, and able 
to intensify the concentration of economic and po- 
litical power to the point of allowing only marginal 
tightening of constraints on their operations (such as 
the higher capital requirements in the new Basel III 
banking standards, described by critics asa mouse’). 

One of the big challenges for economists is to 
reconceptualize the standard ‘market’ and “state” 
polarity, which rests on the neoclassical optimizing 
theory of the firm, a theory which focuses on the 
efficiency of allocation of given resources and not 
on the creation of higher quality and/or lower cost 
products than were previously available at prevailing 
factor prices. Development economics must be based 
on evolutionary ideas, which highlight the potential 
synergy between innovative, profit-secking firms and 
governments acting on economy-wide and interna- 
tional market-wide information of a kind that firms 
do not have to compile—and acting in line with norms 
of right conduct arrived at through political debate, 


because politicians have to pay at least lip service to 
collective values, while firms do not. Given that the 
state is also an arena in which individuals seek their 
personal advantage, and that states in their dealings 
with other states seek a delimited national advantage, 
civil organizations (national and international) and 
interstate organizations have to help discipline firms 
and states. 

Rethinking the prevailing assumptions about statis- 
tics presents another deep challenge. Economists tend 
tobelieve that everything that can be measured should 
be measured, and that statistics are a transparent lens 
that can be used largely to eliminate ideology and in- 
terpretive bias. They tend to be too cavalier about the 
‘objectivity’ of the data they use, forgetting that data is 
never raw, never disinterested, always structured and 
measured according to the predispositions and values 
of someone, even if unaware of it. 

Growth in Gross Domestic or National Product 
has been among the top economic priorities of just 
about all governments since the 1950s, yet its meas- 
urement is egregiously flawed. Nothing increases 
GDP like a housing boom or a costly healthcare sys- 
tem or a major pollution disaster or a rise in Internet 
gambling or people eating at restaurants rather than 
at home. GDP accounting does not discount con- 
sumption financed by debt, and does not count the 
depreciation of natural capital. GDP accounting 
treats government spending (for example, on edu- 
cation and public health) as consumption, not as in- 
vestment, thus building in a presumption that public 
spending is wasteful. In low income states, compiling 
accurate national accounts takes resources generally 
not made available. Zambia's national accounts in 
2010 were compiled by one person. African growth 
rates commonly have a margin of error of over 
3 percentage points; so a country reporting 3 per cent 
growth might actually be growing at 6 per cent or 
not at all (Jerven 2013). All the discussion of growth, 
inequality, and poverty is hobbled by errors in our 
most basic measure of economic performance. 

As a general rule one should always be careful 
with statistics compiled by organizations whose per- 
formance is evaluated against those statistics; and 
also with statistics used to test propositions vested 
with high ideological salience (such as, ‘countries 
with higher scores on market liberalization have 
better subsequent performance’). Who produces 
the data, what incentives have they to fabricate 
or bend, what is their relationship to those whose 


performance is judged? Goodhart’s law says that 
when a policymaker uses a variable as a target (for 
example, when the central bank targets the money 
supply) its measurement is liable to be distorted. 
The Chinese proverb says, “Officials make the fig- 
ures, and the figures make the officials’. The English 
proverb says, ‘It is easier to reset the scales than to 
lose weight’. If the organization producing data on 
poverty or inequality is judged by its own numbers, 
its numbers and its presentations may be skewed in a 
favourable direction to itself and the ideology of its 
mandate. ‘Evidence-based policymaking’ becomes 
‘policy-based evidence-making’. 

Plausible estimates of China's GDP growth, by 
outside analysts using real-economy indicators like 
railroad freight and diesel equipment sales, suggest it 
may be two or even three percentage points below the 
official figure of 6.8 per cent in 2015. India’s official fig- 
ure is over 7 per cent but independent analysts suggest 
that 5 to 6 per cent is more likely. 

‘The World Bank has been strongly committed to 
the argument that governance reforms improve sub- 
sequent economic growth, and the Bank calculates 
governance scores for its borrower countries. Marcus 
Kurtz and Andrew Shrank (2007) examine Bank stud- 
ies which find that better governance yields higher 
subsequent growth. Applying careful tests of causal- 
ity, they find that the governance scores are biased by 
the ‘halo effect’ of past growth. Governance scores 
correlate closely with past growth, not with future 
growth. 

‘The European Bank for Reconstruction and De- 
velopment (EBRD) has been strongly committed 
to advancing neo-liberal capitalism in eastern Euro- 
pean countries undergoing the transition from state- 
socialism to capitalism, one of the most fundamental 
‘economic experiments of the second half of the twen- 
tieth century. Each year it calculates each country’s 
score on an economic liberalisation index. It finds that 
countries with higher scores have higher subsequent 
growth, which confirms the validity of the EBRD’s 
mandate. David Stuckler et al. (2009) compare the 
EBRD’s own country reports with the scores meant 
to be derived from them. They find systematic bias in 
translating from reports to scores, to bring the scores 
(calculated retrospectively) into close correspondence 
with the growth performance which is known when 
the scores are calculated. 

Again, the Food and Agriculture Organiza- 
tion (FAO) each year publishes a report on ‘food 
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insecurity’ (hunger), which gives the number of peo- 
ple in the world who are undernourished. The UN's 
Millennium Development Goals (MDGs) included 
the goal of halving the number of hungry people 
in developing countries by 2015 compared to 1990. 
Over the 2000s FAO several times revised upwards 
its estimates of the hunger headcount in develop- 
ing countries in 1990, from 789 million in steps up 
10 995 million. This upwards adjustment of the 1990 
estimate allowed FAO to claim in 2014 that the MDG 
target was within reach, and hence that it and west- 
ern aid givers had done a good job: ‘hunger is being 
defeated’ (Caparros 2014). 

“Thumbs on the scales’ leads into ethics. Main- 
stream economists have shifted the discipline from a 
moral science, where questions like the relationship 
between freedom and equality could be discussed 
non-mathematically, to a mathematical allocative 
science stripped of explicit ethics. Yet the profession 
should give even more attention to the ethical ter- 
rain on which its members operate than do the other 
social sciences, at least as much as law, civil engineer- 
ing and medicine (DeMartino and McCloskey 2016). 
Why? First, economists have more impact on the life- 
chances of populations around the world than other 
social scientists. Second, economists deal with those 
they serve from a position of epistemic superiority 
compared to other social scientists, based on the uni- 
fication of the mainstream discipline around math- 
ematical formalism. Third, they tend to operate on 
an assumption of epistemic certainty or sufficiency, 
insisting that they know what is the best path for oth- 
ers to achieve their objectives—while leaving their 
underlying ethical position implicit (the default policy 
stance for governments should be more market liber- 
alization). In the real world, economists do not know 
enough to warrant the high confidence they have in 
their recommended policies. Outside of controlled 
conditions they necessarily operate with epistemic 
uncertainty or insufficiency. The ethics of the profes- 
sion should therefore require them not just to disclose 
conflicts of interest, but also constantly to emphasize 
the uncertainties of the data, the limitations of their 
expertise, the potential dangers of their prescriptions 
not working out as planned. They should nurture a 
norm of ‘complementary pluralism’ in the discipline 
rather than defend mathematical formalism of neo- 
classical precepts as the single valid approach. Just 
how far this is from mainstream faith is colourfully 
captured by Pontus Rendahl, macroeconomist at 
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Cambridge, who says that since mainstream econom- 
ics has ‘immutable laws’ it would be wrong to teach 
heterodox theories as though they have equal validity. 
“In the same way, I don’t think heterodox engineering 
or alternative medicine should be taught’. The joint 
head of economics at Manchester University, Ken 
Clark, recently dismissed non-mainstream econo- 
mists as pedlars of ‘leeches, tobacco-smoke-enemas 
and homeopathy’ (Pilling 2016). Itis past time to bring 


questions of economic ethics up from the ocean of 
silence. Adam Smith would be first to applaud. Dani 
Rodrik, one of today’s Adam Smiths, can have the last 
word: ‘Too often economists debate a policy question 
asif one or the other theory has to be universally cor- 
rect... In fact, which model works better depends on 
setting and context ... If we economists understood 
this, it would make us more humble, less dogmatic, 
and more syncretic’ (quoted in Farrell 2016). 


@ owsstions 


1, Whats the free market? 


2. What arguments and evidence do liberal writers use to make the case that globalization increases growth and 


reduces poverty and inequality? 


3. What are the advantages and disadvantages of using purchasing power party (PPP) measures for comparing 


incomes across countries? 


4. What are the main diffcuities in measuring the number of people living in poverty? 
5. What are the advantages and disadvantages of the various ways of examining the extent of inequality within and 


between countries? 


6. How much change has there been in the global distribution of income in the ast 40 years? 
7. Why might there be problems with the statistics that the World Bank and other international agencies use on 


poverty and inequality? 


8. How can the neo-liberal argument be tested empirically? And how do its assumptions shape its conclusions about 


the appropriate role of the state? 


9. Should one be concerned about rising levels of inequality in the global economy? 
10. What are the implications of the trends in growth, poverty, and inequalty for the agendas of the multilateral eco- 


nomic organizations? 


1. Does it make sense to apply the concept of ‘imperialism to the current world order? 
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Reader's guide 


Despite the many accomplishments since the end of the Second World War, the problems of devel- 
‘opment in the contemporary global political economy are still of arresting proportions, and the vari- 
‘ous incarnations of a ‘global development agenda’ to deal with these problems have had a very mixed 
record. In fact, there is stil litle consensus on what development actually is, let alone how it might be 
achieved, in either academic debates or public discourse. One of the most disputed questions in this 
context relates to the relationship between globalization and development, and how we should un- 
derstand the impact of globalization on development across the world. This chapter explores these 
debates. Itstarts by reviewing the different (and competing) ways of thinking about development that 
have emerged since the end of the Second World War, and showing how particular understandings 
of development have given rise to particular kinds of development strategies, at both the national and 
global levels. It goes on to consider the impacts and consequences of these strategies for develop- 
‘ment, and shows on this basis that many of the problems and failures of development have not only 
persisted but also worsened in the contemporary period. In this context, we move then to consider 
the key question of how we should understand the relationship between globalization and develop- 
‘ment, in both empirical and theoretical terms. There is a great deal at stake in this debate, in view of 
the centrality of globalization to both the panorama of contemporary development strategies and 
the prospects of achieving genuine improvements in the conditions in which large parts of the world’s 
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population live. Having summarized the various positions in the debate, | suggest that the most com- 
pelling argument is one which emphasizes and understands how conditions of ‘mal-development’— 
‘or development failures—both arise from and are reinforced by globalization processes and the ways 


in which the global economy is governed. 


Introduction 


It isin some ways remarkable how little we still know, 
and how little consensus still exists, about the com- 
plex processes and conditions summed up in the term 
‘development’. The second part of the twentieth cen- 
tury and early part of the twenty-first century were 
marked by a long succession of different approaches 
to development, each heralded as a magic bullet that 
would generate growth, eliminate poverty, reduce 
inequality and attain all the various goals associated 
with an improvement of the conditions in which huge 
parts of the world’s population live. Yet the record of 
developmental progress over this period remains very 
mixed. Many extraordinary advances were made in 
the period following the end of the Second World War, 
such as unprecedented increases in life expectancy and 
improvements in living standards (Corbridge 1998), 
but the so-called ‘Age of Development’ has also be- 
queathed a global economy characterized by a resi 
ience of poverty and a marked increase in inequalities 
among the world’s population. These inequalities 
have reached levels which can rightly be considered 
to be ‘without historical precedent and without con- 
ceivable justification—economic, moral or otherwise’ 
(Pieterse 2002: 1024). 

‘The problems of development in the global econ- 
omy thus remain of huge proportions, and in many 
dimensions are growing rather than diminishing. Par- 
ticularly when we dig beneath the ‘global’ or ‘regional’ 
statistics showing overall reductions in extreme pov- 
erty levels, for instance, or increases in annual gross 
domestic product (GDP), we find a picture of devel- 
opment in which, for very large parts of the world’s 
population, the march of globalization has not led to 
substantial improvements in their material or social 
conditions, and in some cases has led to their wors- 
ening. The global development agenda, as it evolved 
over the course of the twentieth century, is consid- 
ered by many to have failed to provide a framework 


for development policy that could deliver the goals 
of ‘global development’. Despite the great fanfare to 
which the latest ‘big idea’ was unveiled around the 
start of the 2000s—namely, the Millennium Develop- 
ment Goals (MDGs), and in 2015 their successor, the 
Sustainable Development Goals (SDGs)—the global 
development agenda remains in some disarray, with 
few unqualified advances on its score card. In many 
contexts, development processes and strategies have 
been destabilized by the impact around the world 
of the economic and financial crisis which engulfed 
the later part of the decade. To complicate matters 
further, the extraordinary expansion of the Chinese 
economy and its emergence as a powerful force on the 
global political stage, alongside a group of other coun- 
tries often called the ‘rising powers’, have challenged 
the twin notions, dominant from the 1980s onwards, 
that (a) an unequivocal embrace of neo-liberal ‘glo- 
balization’ is the surest path to growth and develop- 
‘ment, and (b) that there is or can be an overarching 
framework for development informing a ‘global’ de- 
velopment agenda. 

Underlying the problems of development and the 
shortcomings of global development policy is an en- 
during absence of consensus about what the causes 
of these trends are, and by extension what is to be 
done about them. Even more fundamentally, there is 
little agreement on the very basic question of what 
development actually is—that is, what we are refer- 
ring to when we talk about development, what we are 
aspiring to in trying to advance it, and how we would 
recognize it when we saw it. The many different theo- 
ries of development which have emerged in contem- 
porary academic debates and which have informed 
different kinds of development strategies advance dif- 
ferent views on all of these counts. The first task of 
this chapter is consequently to consider how particu- 
lar ways of thinking about development have evolved 
in the period since the end of the Second World War, 
and to discuss how these theories of development 
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have translated into the evolution of both the global 
policy agenda and local, national, and regional devel- 
‘opment strategies. Its second task is then to consider 
the effects and consequences of these ideas and strate- 
gies for development across the world. By reviewing 
both the empirical picture and competing perspectives 
on how to explain it, [advance the argument that the 
‘most recent phase of globalization, along with the as- 
sociated policy orthodoxy, is to be judged harshly on 
the basis of its development outcomes and political 
consequences. But it is not enough simply to assert 
this and move swifily on: instead, we need to think 
carefully about the relationship between globaliza- 
tion and development, and specifically about what it 
is about globalization that can be said to cause or con- 
tribute directly to the problems of development that 
we identify as having characterized the contemporary 
period. The final task of the chapter is then to look 
forward and, necessarily speculatively, discuss the pos- 
sibility that we are now moving into a new phase of 
global development which requires new theoretical 
perspectives and new policy frameworks. 


Ways of thinking about development 


Much like the term ‘globalization’ itself, “develop- 
ment’ is a word that is bandied about in public dis- 
course in frequently glib and unthinking ways (Payne 
and Phillips 2010). Itis a powerful term—one denoting 
a state of affairs of which everyone, or nearly every- 
one, can easily and in some cases passionately declare 
themselves to be in favour. Yet few people would be 
able to say with much precision what the term actually 
means. H. W. Arndt captured this well, observing back 
in 1987 that ‘anyone who asked articulate citizens in 
developed or developing countries what they meant 
by this desirable objective of “development” would 
geta great variety of answers’: 


GG tigher tiving standards. A rising per capita income. 
Increase in productive capacity. Mastery over nature. 
Freedom through control of man's environment. 
Economic growth. But not mere growth, growth with 
equity, Elimination of poverty. Basic needs satisfaction. 
Catching up with the developed countries in technology, 
wealth, power, status. Economic independence, self 
reliance. Scope for self-fulfillment for all. Liberation, the 
means to human ascent. 9 


(1987:1) 


He goes on to remark that ‘development, in the vast 
literature on the subject, appears to have come to en- 
compass almost all facets of the good society, every- 
man’s road to utopia’ (Arndt 1987: 1). This has perhaps 
never been more true than in the early years of the 
twenty-first century, when we have a bewildering 
array of global institutions, grand policy initiatives, 
less grand policy initiatives, public campaigns, civil 
society organizations and individuals, all operating 
under the banner of ‘development’, but either advanc- 
ing no clear conception of what it is they are aspiring 
to with this label, or else offering widely differing un- 
derstandings of how to achieve it. 

Academic debates around development are also 
characterized by a lack of agreement—or, put in more 
constructive terms, a rich diversity of opinion—about 
how development should be conceived, how develop- 
ment processes should be understood to work, and 
how development might be achieved. Each of the 
main theories of development that we will consider 
here works with different definitions of development 
and different diagnoses of the causes of either devel- 
opmental progress or development failures. In what 
follows we will review briefly the principal ways of 
thinking about development that have emerged since 
the end of the Second World War, in order to trace in 
the next section of the chapter how these have been 
translated into particular kinds of policies, and with 
what effects and consequences. 








Modernization, structuralist, and 
underdevelopment theories 


Early phases of post-war development theory, like 
all others, were to a significant degree driven by the 
changing world order. The onset of the Cold War and 
the large-scale political, economic, and security shifts 
that accompanied it yielded a clear recognition in the 
United States and elsewhere of the centrality of what 
by then was being called the “Third World’ to the effort 
to contain communism (Pakenham 1973). The devel- 
‘opment project was in an immediate sense one of ‘win- 
ning over’ developing countries and societies in order 
to divert the encroachment of socialist ideas and the 
influence of the Soviet Union. But, more fundamen- 
tally, it was also one of setting the developing world on 
apath to specifically Western-style development. 

‘The most vigorous expression of this new develop- 
ment agenda was found in modernization theory— 
a perspective on development which evolved in the 


United States in this Cold War context. Its essence was 
an understanding of development as a “process of so- 
cial change whereby less developed societies acquire 
characteristics common to more developed societies’ 
(Lerner 1972: 386). The emphasis was not only on eco- 
nomic change, butalso ona much more sweeping pro- 
cess of social and cultural change that would enable 
supposedly ‘traditional’ developing countries and so- 
cieties both to resemble those of the purportedly ad- 
vanced, developed West, and to ‘catch up’ with those 
societies in terms of levels of wealth, living standards 
and ‘modernity’. 

The body of modernization theory grew rapidly, 
encompassing range of approaches. Among the most 
well-known, and harshly criticized, was the version as- 
sociated notably with W. W. Rostow (1960), in which 
he developed a notion of the ‘stages of economic 
growth’ through which all societies passed in a tran- 
sition to modernity. These stages were identified as: 
traditional society; preconditions for take-off; take-off; 
the road to maturity; and the age of mass consump- 
tion, the latter being the indicator of a state of ‘devel- 
opment’ had been achieved. Modernization theorists 
in this sense conceived of development as a process 
with a clear end-point, a state of being ‘developed’, 
which was deemed to have been achieved by Western 
societies (the United States and Western Europe). The 
rest of the world was thus engaged in catching up to 
that condition. The other particularly influential ver- 
sion of modernization theory was associated with the 
notion of ‘political development’, which took devel- 
opment to refer to the processes by which conditions 
of liberal democracy were created and institutional- 
ized. Gabriel Almond (1970), in collaboration with 
others such as James Coleman (1960) and C. B. Powell 
(1965), was at the forefront of this theoretical effort 
to extrapolate an understanding of development and 
prescriptions for development policy from the institu- 
tional conditions which had emerged over time in the 
liberal democracies of the West. 

‘The key characteristics of modernization theory 
(see Box 13.1)—its ethnocentrism, the equation of 
modernization (development) with Westernization, 
and its clear ideological project (Hoogvelt 1978)— 
generated lasting and trenchant controversy with the 
other major approach to development of that time. 
‘The body of ‘underdevelopment theory’, which en- 
compassed most notably dependency and world 
systems theories, emerged as the great rival to mod- 
emization theory during the 1960s and 1970s. They 
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Key Dimensions of Modernization 
Theory 


‘Was developed in the United States in the context of the 
‘deologcal rivalry of the Cold War 


‘Conceives of development as bath an end-point (a condition 
‘of being developed, which had already been achieved by the 
advanced industrialized countries) and a process of tatching 
up’ to that condition. 

‘Sees the path to development as being one of 
‘Westernization’—ie.a process of catching up by emulating 
‘the ‘developed’ countries— particularly in the nature and 
‘sequence of economic change, and in processes of political 
development to establish iberal democracy. 





had a much greater and longer-lasting impact on the 
ways we think about development than moderniza- 
tion theory, bequeathing to us a ‘key vocabulary’ of 
world systems, developmental states, imperialism, 
neo-colonialism and so on (Harrison 2004: 156), 
Unlike modernization theory, which was a distinc- 
tively US (and Western) perspective on development, 
underdevelopment theories had their origins in Latin 
America, and specifically in a group of economists 
clustered in the UN Economic Commission for Latin 
America (ECLA), based in Santiago, Chile. The most 
famous of them was Ratil Prebisch, who developed a 
“structuralist’ thesis on the relationship between the 
global system and the conditions of underdevelop- 
ment that he observed in the Latin American region 
(Prebisch 1950). He advanced the key insight that the 
global economic system was divided into a powerful 
‘centre’ and weak ‘periphery’, and identified the ways 
in which what he called the ‘terms of trade’—that is, 
the ratio of export prices to import prices—worked 
systematically to favour the centre and disadvantage 
the periphery. In the periphery, export sectors were 
unable to generate the levels of national income re- 
quired for economic development in conditions of 
rapid population growth, and development problems 
were perpetuated by the need to increase exports in 
order to maintain import levels. Competition among 
countries exporting commodities generated a decline 
in export prices relative to manufactures imported 
from industrialized countries. The end result was seen 
to be the structural entrenchment of a condition of 
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‘underdevelopment’ in the periphery, in which the 
process of industrialization was impeded, leading to 
a rising gap in incomes between the two parts of the 
world economy. 

Prebisch’s insights were picked up and absorbed 
into more established traditions in the social sci- 
ences, specifically into ‘neo-Marxist’ theories which 
had long been concerned with notions of imperial- 
ism in the world economy. The result was a complex 
body of thought summed up in the label ‘dependency 
theory’, which had at its core a notion that develop- 
ment needed to be understood with reference to the 
location of economies within the world capitalist sys- 
tem and the interactions of the different parts of this 
system, and that development and underdevelopment 
exist in a relationship of structural symbiosis, as ‘the 
two faces of the historical evolution of capitalism’ 
(Sunkel 1972: 520). The obstacles to industrialization 
that Prebisch had identified were thus seen as rooted 
in the structure of the global system, which served to 
perpetuate underdevelopment in the periphery as a 
precondition for development in the centre. Thus, ac- 
cording to a classic definition: 


66 Dependence is a conditioning situation in which the 
economies of one group of countries are conditioned by 
the development and expansion of others. A relationship 
of interdependence ... becomes a dependent relationship 
when some countries can expand only as a reflection 
of the expansion of the dominant countries, which may 
have positive or negative effects on their immediate 
development. 99 


(Dos Santos 1970: 23!) 


More and less careful versions of dependency the- 
ory emerged, but the impact of the school as a whole 
on ways of thinking about development during this 
time was pivotal. Subsequent elaborations by André 
Gunder Frank and others consolidated its status as an 
carly perspective on inequality between countries and 
societies, where capitalism was deemed to generate 
“economic development for the few and underdevelop- 
ment for the many’ (Frank 1967: 8). World systems the- 
ory subsequently took up the running, most notably 
elaborated by Immanuel Wallerstein (1974, 1979, 1980), 
who saw a world market system (what we would now 
call global economy) as comprising different kinds of 
states—core, semi-periphery, and periphery—marked 
by significant asymmetries and jostling for economic 
advantage. As such, underdevelopment theory was 





Key Dimensions of Underdevelopment 
and Dependency Theory 


‘Was pioneered in Latin America to explain continued 
“underdevelopment in that region and elsewhere. 
‘Conceives of the world economy as divided into a powerful 
‘centre’ and a weak periphery, in which the terms of trade 
systematically disadvantaged the periphery and perpetuated 
‘conditions of underdevelopment 


Identifies development and underdevelopment as the two 
faces of the historical evolution of capitalism’ (Sunkel 1972) 
and explores how conditions of ‘'dependence’—of the 
periphery on the centre—serve to reinforce 
underdevelopment and inequality. 





clearly a forerunner of many of the debates in which 
we are interested here about the impact of the chang- 
ing global political economy on development. Even so, 
both dependency and world systems theory were sub- 
jected to a barrage of criticism, justified and otherwise, 
to the extent that by the early 1980s they had lost much 
of theirinfluence and appeal. As we will see in the next 
section, the failures of the strategies associated with 
this conception of development, alongside the success 
of very different development strategies in East Asia, 
also hastened its decline (see Box 13.2). 


Neo-liberalism and neo-statism 


A good part of the problem for underdevelopment 
theories by the 1980s was, quite simply, that they 
were wrong.footed by events, Aside from the damage 
caused by the various theoretical critiques, these kinds 
of theories proved inadequate for understanding and 
explaining the key trend that was becoming visible in 
global development—namely, the increasing differen- 
tiation and divergence in the development trajectories 
of countries and economies in different parts of the 
world, From the 1960s onwards, the big development 
story was not of underdevelopment, but rather of the 
spectacular rise of a group of East Asian economies 
that came to be known as the newly industrializing 
economies (NICs)—Taiwan, Korea, Singapore, and 
Hong Kong. Their soaring growth rates left econo- 
mies in Latin America, Africa and other developing 
regions in the metaphorical dust, and equally left 


modernization theory and, particularly, underdevel- 
opment theory struggling for anything meaningful to 
say by way of explanation or theorization. In a nut- 
shell, the rise of East Asia left the notion of a single 
group of countries and economies, variously termed 
the ‘Third World’, ‘developing countries’, ‘periphery’ 
and so on, looking redundant. 

Both to take account of these new trends and to 
conceive of the relationship between development 
and the processes of globalization that were accelerat- 
ing at the time, the key debate that emerged from the 
1970s onwards was between two schools of thought. 
‘The first was the body of theory summed up in the 
term ‘neo-liberalism’, the single most influential 
paradigm in the contemporary period, which came to 
define the global development policy agenda and the 
panorama of development strategies across the world. 
“The second took its cue more concretely from the East 
Asian experience and can be termed ‘neo-statism’. 
‘The debate was not about development theories in the 
sense of those we have just reviewed. It was centrally 
about the study of political economy in the advanced 
industrialized world, particularly in the context of the 
neo-liberal revolutions under the UK Prime Minister 
Margaret Thatcher and US President Ronald Reagan, 
and the obsession in the 1980s with the relative per- 
formance of Anglo-American economies compared 
with those organized with greater levels of state in- 
tervention in the national economy, such as Germany 
and Japan. But its expression in the context of develop- 
ment was especially vigorous, oriented to explaining 
and theorizing the reasons for the divergence in perfor- 
mance between the ‘developing regions’ of the world. 

Neo-liberal theory was, and remains, predicated on 
a profound cynicism about politics and, more specifi- 
cally, about states. Its roots in neoclassical economics 
yield an assumption that individuals are motivated by 
selfinterest, and, therefore, that politics is similarly 
conditioned. The intervention of states in the work- 
ings of national economies, and by extension the 
global economy, is therefore understood to introduce 
a wide range of distortions and contradictions which 
are deemed inimical to the pursuit of growth and de- 
velopment. The core contention of neo-liberalism is 
consequently, as David Harvey puts it (2005a: 20), that 
‘human well-being can best be advanced by liberating 
individual entrepreneurial freedoms and skills within 
an institutional framework characterized by strong 
private property rights, free markets, and free trade’. 
‘The emphasis fell on ‘depoliticizing” economic activity, 
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and development more broadly, and consolidating 
market-led mechanisms of organizing economies and 
allocating resources within them (see Gamble 2001). 
Crucially, these market-led mechanisms were increas- 
ingly ‘global’ or ‘globalizing’ in nature. 

‘The era of neo-liberal development thus featured 
a new and distinctive emphasis on participation in 
the global economy, conceived both as the accom- 
modation of increasingly unfettered global market 
activity, and its harnessing in ways that would reap de- 
velopmental benefits. This was an abrupt break with 
theories of underdevelopment, despite the common 
‘emphasis on the global economy and its role in shap- 
ing development. While underdevelopment theories 
conceived the world economy as imposing structural 
impediments to development, neo-liberalism under- 
stood participation in global economic activity as 
the prerequisite for development, and development 
strategy came to be understood as essentially about 
“global positioning’ (McMichael 2000: 15; Gore 2000). 
But, at the same time, neo-liberal theories continued 
to understand development as an inherently national 
process, and moreover understood the reasons for de- 
velopment failures as lying in internal (endogenous) 
factors—that is, as rooted in ‘incorrect’ government 
policies, institutional underdevelopment, and exces- 
sive state intervention in the workings of national 
economies (see Box 13.3). 


Key Dimensions of Neo-Liberal 
Development Theory 


Rests on the argument that ‘human well-being can best be 
advanced by liberating individual entrepreneurial freedoms 
and skils within an institutional framework characterized by 
strong private property rights, free markets, and free trade! 
(Harvey 20050), 

‘Sees the path to development as requiring the consolidation 
‘of market-based mechanisms of organizing economies and 
allocating resources, and therefore the ‘depoiticization’ of 
‘economic activity. 

Identifies engagement in the global economy as the key to 
propeling processes of development, while at the same time 
attributing development falures to ‘internal factors such as 
underdevelopment, corruption, or excessive state 
intervention in the economy. 
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Characteristics of the Japanese 
‘Developmental State’ 


“The first priority of the state is economic development—a 
Priority maintained consistently by the Japanese government in 
both the pre-war and post-war periods. Economic development 
is defined in terms of growth, production, and competitiveness, 
rather than consumption, distribution, and welfare. 

‘A’small inexpensive but elte' bureaucracy, recruited on the basis 
(of merit, is responsible or selecting the industries to be 
developed, identifying the best means of developing these 
industries, and supervising competition in the selected sectors to 
‘guarantee their economic effectiveness. 


The legislative and jucical branches of government are 
restricted to the ‘safety valve’ functions of ensuring that the 
bureaucracy responds to the requirements of those groups in 
society on which the stability of the model rests put more pithily, 
“the politicians reign and the bureaucrats rule’ (Johnson 1981: 
12), 


State intervention in the economy is ofa ‘market-conforming! 
nature. 


‘The bureaucracy is led by a pilot agency, such as the Japanese 
Mistry of Trade and industry (MIT), possessing an array of 
functions associated with controling and directing industrial 

‘transformation. 

Source: adapted rom Jobson (1962), 





The problem for neo-liberalism was that, as 
noted, the big development story unfolding at the 
time was the rise of a group of economies which 
apparently contradicted this logic, characterized 
as they were by a very different conception of how 
development could and should be achieved. The 
centrepiece of “neo-statism’ was the notion of the 
‘developmental state’ (Johnson 1982; also see White 
1988; Woo-Cumings 1999; Kohli 2004), in which the 
state was recognized to shape, direct, and promote 
the process of economic development (see Box 
13.4). Markets were in this sense ‘governed’ rather 
than ‘free’ (Wade 1990). The forms of ‘state devel- 
opmentalism’ observed in East Asia offered in this 
view a compelling explanation of the divergence in 
the performance of economies in that region and 
those in other regions, particularly Latin America, 
and a way of thinking about development which 
was ostensibly at odds with the dominant ortho- 
doxy of neo-liberalism. However, things were not 
quite that simple. Neo-liberal theory also laid claim 
to the so-called ‘East Asian miracle’ on the basis of 
a very different reading of its development trajec- 
tory—one based not on the developmental role 
of states, but on the supposed conformity of the 
economies in question with the principles of the 
free market. The debate is of long-standing and has 
been amply reflected elsewhere (Wade 1990). The 
point for present purposes is that the battleground 
for the rivalry between neo-liberal and neo-statist 
theories of development was precisely the East 
Asian region, and in theoretical terms the key bone 


of contention was the relationship between mar- 
kets and states in development (see Box 13.5). 

‘The rivalry between these schools of thought nev- 
ertheless masks a number of similarities between 
them. We need here to highlight two. First, they both 
conceive of development as a national process, where 
what ‘develop’ are countries or national economies. 
Second, in both approaches development itself is un- 
derstood to be about economic growth—only one of 
the large number of possibilities Arndt mentioned in 
the list we discussed at the start of this section. While 
neo-liberalism and neo-statism have dominated think- 
ing about development in the contemporary period, 


Key Dimensions of Neo-Statist 
Development Theory 


‘Was developed as a means of explaining the growth 
‘trajectory of japan and other East Asian economies from the 
1960s onwards, and the divergence between this region and 
‘other parts of the developing world 

‘Advances a different understanding from neo-liberalism of 
‘the relationship between states and markets in East Asian 
development, emphasizing the role and importance of 
developmental tates in governing’ markets and shaping 
development processes 

‘Along with neo-liberalism and other development theories, 
sees development as.a national process and prioritizes an 
understanding of development as economic growth. 











there have nevertheless been other currents in devel- 
opment theory that have challenged both of these as- 
sumptions in interesting ways, some of which have 
been accepted into these dominant approaches, and 
some of which have remained on the outside. 


‘Human development’ gender, and 
environmental theories 


‘The theories grouped togetherin thissectionare unified 
bya commitment to ‘human’ or‘people-centred’ devel- 
opment, and later ‘sustainable human development’, 
as a direct challenge to the emphasis on development 
as aggregate economic growth that has characterized 
all of the ways of thinking about development that we 
have looked at thus far. The redefinition of the mean- 
ing of development entailed in this commitment was 
summarized in an early, influential statement by the 
renowned economist Dudley Seers (1969: 3-4): 


6 6 the questions to ask about a country’s development 
are therefore: What has been happening to poverty? 
‘What has been happening to unemployment? What has 
been happening to inequality? If all three of these have 
become less severe, then beyond doubt there has been 
a period of development for the country concerned. If 
one or two of these central problems have been growing 
worse, and especially if ll three have, it would be strange 
to call the result ‘development’, even if per capita income 
had soared. 9 J 


In this spirit, “human development’ approaches 
began to take shape from the 1970s onwards. Their 
early incarnation was as the so-called ‘basic needs’ 
approach, which rested on a recognition that across 
the world, contrary to the predictions of neoclassical 
economics and the neo-liberal orthodoxy, economic 
growth was clearly not always associated with ben- 
ficial outcomes for the poor, either in incomes or 
in employment opportunities. Consequently, it was 
argued that special redistributive measures were re- 
quired to target the poor and unemployed (Chenery, 
Bowen, and Svikhart 1974; ILO 1976). Development 
in this conception emphasized the meeting of basic 
material needs (food, shelter, clothing), the need for 
access to key services (water, sanitation, health care, 
education), and the need for people to participate in 
the political and decision-making processes that af- 
fected their lives (see Streeten et al. 1982). 

‘The approach failed to take rootas a result of its un- 
realistic policy goals, its rejection in poor countries as 
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a result of its ‘Western’ and ‘Northern’ flavour in the 
contextof the ideological politics of the Cold War, and 
the increasing dominance of neo-liberalism, But its es- 
sence endured and reappeared in a new generation of 
human development theory in the 1980s and 1990s, 
encapsulated most notably in the work of the Nobel 
prize-winning economist Amartya Sen. Sen advanced 
an understanding of development as being fundamen- 
tally about the enhancement of people's ‘capabilities’, 
later reformulated as ‘freedoms’: stated in seductively 
simple terms, development was defined as ‘a process 
of expanding the real freedoms that people can enjoy" 
(Sen 1999: 3). Freedoms were thus understood as both 
the means and the ends of development. Going fur- 
ther, this approach emphasized the ways in which the 
agents of development were not governments but ul- 
timately people themselves. 

Gender and environmental approaches to develop- 
ment echoed some of the core concerns of human 
development theories. Ways of thinking about develop- 
‘ment that privileged gender are varied (see Rai 2002), but 
are knit together by a core concern with the failures of 
development to bring about more egalitarian societies, 
the neglect of the particular needs of women in devel- 
‘opment processes, and the lack of attention to the ways 
in which development projects carried particular and 
distinctive consequences for women. Some of the most 
influential statements within this broad development 
project sought to extend the ‘basic needs’ approach into 
a ‘gender needs’ framework (Molyneux 1985; Moser 
1989, 1993), which focused on two sets of ‘gender inter- 
ests’: ‘practical’ interests associated with the satisfaction 
of basic material needs; and ‘strategic’ interests associ- 
ated with the rectification of gender inequalities in such 
areas as political representation, educational opportu- 
nity, employment conditions, freedom from domestic 
violence and exploitation, and so on. These were then 
extended into a notion of ‘empowerment’ which, echo- 
ing human development approaches, was understood 
as increasing women's ability to secure ‘their own self- 
reliance and internal strength’ (Moser 1989: 107). Other 
strands of this body of thought which will be of par- 
ticular relevance to the discussion in the next section of 
the chapter emphasized the highly gendered impact of 
globalization processes and particular kinds of devel- 
‘opment strategies (Elson 1989, 1992, 1995; Marchand 
11994, 1996; Pearson 1995; Beneria 2003). 

Likewise, environmental approaches emerged from 
the early 1970s onwards as critiques of the view of the 
relationship between environment and development 
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that had prevailed in post-war growth and moderni- 
zation theories, as well as neo-liberal approaches. In 
these latter perspectives, natural resources are not 
considered to pose obstacles to economic growth and 
there was a general optimism that technical solutions 
would be found that allowed human beings to ‘har- 
ness nature on an ever-larger scale’ (Woodhouse 2002: 
141). The early critique emerged in a report commis- 
sioned by the Club of Rome, entitled Limits to Growth 
(Meadows et al. 1972), which advanced the arresting 
argument that the limits to growth could in fact be 
reached within the next century if trends in popu- 
lation growth, industrialization, food production, 
natural resource depletion, and environmental degra- 
dation continued. Gradually, the linkages between en- 
vironment and development thus became a matter of 
global concern and had moved belatedly, along with 
poverty and gender, to the centre of global develop- 
ment debates by the end of the 1980s, clothed in the 
concept of ‘sustainable development’. This was de- 
fined famously as ‘development that meets the needs 
of the present without compromising the ability of 
future generations to meet their own needs’ (World 
Commission on Environment and Development 
1987), To this end, the ambitious call was issued for a 
reorientation of economic activity and development 
strategy to focus on human development and the 
needs of the poor, noting that unequal distribution of 
and access to resources, as well as vastly unequal pat- 
terns of resource consumption, contributed to both 
the perpetuation of poverty and the steady destruc- 
tion of the global environment. These connections 
between environment and development are discussed 
in detail by Peter Dauvergne in Chapter 14. 

These three approaches, in their quite different 
ways, advance a critique of the other kinds of devel- 
opment theory that we have looked at in this section. 
‘They emphasize the limitations and dangers of the 
dominant understanding of development as a process 
of economic growth, and instead highlight a number 
of the other ways of thinking about development that 
wwe noted in the quotation from Arndt at the begin- 
ning of the section. Equally, they all take issue with 
the notion that what develop—the objects of devel- 
opment—are countries or national states and econo- 
‘mies, in which national governments are the agents of 
development. Rather, they conceive of development 
as being about a process of improvement in the ma- 
terial and social conditions in which people live, and 
the expansion of opportunities, ‘capabilities’, and 





Key Dimensions of ‘Human’ 
Development Theories 


Take isue with other development theories’ definition of 
development as growth, and instead focus on a range of. 
Indicators associated with human development’ and 
“sustainable development. 

‘Advance a 'people-centred’ approach to development, where 
‘the objects of development are human beings and groups of 
‘people, not simply countries or economies. 

Broaden the focus to emphasize inequalities within societies 
and between groups of people, not simply between countries, 
and incorporate not only economic inequalities but a range of 
social inequalities (including those based on gender). 





“freedoms’ that shape those conditions (see Box 13.6). 
In this sense, the meaning, process, and goals of devel- 
opment were all redefined to yield a focus on ‘sustain- 
able human development’. 


KEY POINTS 


+ Diflerent theories of development reflect differing 
conceptions of what development is and how it might be 
achieved, and entail different diagnoses of the causes of 
either developmental progress or developmental failure. 

‘+ The period from the 1940s to the early 1980s was 


widely discredited by the end of this period. 

‘+ The contemporary period (from the early 1980s) was 
dominated by the controversy between neo-liberalism 
and neo-statism in seeking to explain the key trend 
‘towards divergence in the trajectories of developing 
‘economies—a trend which challenged the vality of a 
‘notion of the Third World’ as.a single group of countries. 

+ Both neo-liberalism and neo-statism laid claim to the ‘East 
‘Asian miracle’ the former interpreting itas a trumph 
of ‘exported growth’ and conformity with the free 
market model, the latter as a trumph of ‘investment-led 
development’ and the importance of states in directing 
and mediating development processes. 

+ ‘Human’ or ‘people-centred' theories of development 
challenged the emphasis on economic growth and sought 
‘to develop a wider conception of development as being 
fundamentally about the material and social conditions in 
which people live. 











Development theory in practice 


‘We have scen that a flourishing of development the- 
ory has marked the contemporary period, advancing 
very different ways of thinking about what develop- 
ment means and how to achieve it. Our task now is to 
trace the translation of these different ways of think- 
ing about development into concrete policies and 
strategies, and to understand their impact and conse- 
quences, The overarching context for this discussion is 
that the contemporary period of development, from 
the end of the Second World War to the present time, 
has taken place in the midst of accelerating processes 
of globalization. All of these theories provide a differ- 
ent perspective on the relationship between globaliza- 
tion and development—both what that relationship 
does look like and what it should look like. 





The mid 1940s to the early 1980s 


Across the regions that constituted what at the time 
was called the “Third World’, the post-war development 
context was dramatically different from that which had 
hitherto prevailed. First, it was marked by the onset 
of the period of decolonization, in which African and 
a number of Asian states finally achieved independ- 
ence from the various European powers, and which 
initiated the fundamental changes in the international 
political-economic landscape that defined the develop- 
ment project from that time forwards. Second, the ex- 
perience of the Great Depression and the two World 
Wars prompted a reassessment, particularly in Latin 
‘America, of the virtues and dangers of the broadly 
laissez-faire economic policies that had been pursued 
up to that point, along with the wisdom of dependence 
on the industrialized states as markets for their exports 
of primary products and imports of manufactured 
goods. Third, demographic trends necessitated urgent 
attention to employment as the key goal of economic 
policy (Thorp 1998: 128). Finally, the world economy 
‘was defined for all developing countries by heightened 
protectionism in the key European and US markets, 
the movement towards the formation of the Euro- 
pean Economic Community, and the establishment 
of new institutions under the Bretton Woods system 
which were dominated by the established powers and 
in which developing countries, by now vastly increased 
in number, had no means of effective participation. 
‘This conjunction of circumstances led to two im- 
mediate priorities for development strategies. The 
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first was to design policies that would lead to a re- 
sumption of growth, achieve the goals of industriali- 
zation, and in some cases respond to the demographic 
urgencies of employment creation. The second was 
to find ways of mitigating enduring conditions of 
economic dependence on the ‘North’ and ensuring 
effective participation in the new i i 
tem which was shaping the possi 
these goals. The twin imperatives were therefore of 
“catching up’, on the one hand, and ‘breaking out’, on 
the other (Thomas 2008: 418). The emergence of a 
‘North-South’ dynamic was reflected in the key divide 
in development theory of the time, namely, between 
modernization theory and underdevelopment theory. 
The former, as we have seen, viewed the purpose 
of development strategy as one of catching up with 
the developed countries by a route of political, insti- 
tutional, and economic emulation. For this purpose, 
conditioned by the strategic and ideological impera- 
tives of the Cold War, significant amounts of aid were 
pumped into the developing world, particularly into 
regions and countries of key strategic importance. 
‘Yet more important in modernization theory than the 
role of aid was its insistence that export-led growth, 
and hence trade, were the keys to progress for devel- 
‘oping countries. 

Underdevelopment theory gained much more trac- 
tion than modernization theory across most parts of 
the developing world for both economic and political 
reasons (although notably it never gained much popu- 
larity in East Asia outside the Philippines). The diag- 
nosis of the economic impact of the Great Depression 
and the two World Wars led to a conviction that a 
new economic policy direction was required. Govern- 
ments in Latin America led the way, taking their cue 
directly from the structuralist theories of Prebisch 
and others, and advocating a turn not to export-led 
growth, as advocated by modernization theories and 
associated policy frameworks, but to ‘inward-looking’ 
development strategies. These strategies are known 
as import-substituting industrialization (ISI). Ver- 
sions of ISI were implemented widely in Africa and 
South Asia as well, but its adoption as a region-wide 
development strategy was most pronounced in Latin 
America. It had three central goals: 





1. Stimulating and consolidating industrialization 
through a more effective system of state 
intervention in the economy, restructuring 
economic activity away from primary products, 
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and according much greater prominence to 
foreign capital over trade as the motor of capital 
accumulation and industrial development; 

2. Politically integrating the new and expanding 
working classes through a programme of social 
reform and employment generation; and 

3. Achieving some degree of autonomy vis-a-vis the 
international economy. 


While ISI strategies were strongly oriented to miti- 
gating economic dependence and achieving greater 
autonomy from the advanced industrialized nations, 
the political dimension of development strategy was 
to achieve more effective participation in the new 
international system. The nature of this system and 
the institutions that comprised it have been discussed 
at length in other chapters. The salient point for our 
discussion of development is that developing coun- 
tries were marginalized within this new system. The 
Bretton Woods institutions were not set up as devel- 
‘opment institutions—indeed, they did not come to 
occupy that role until much later—but rather were 
focused on the needs of the industrialized countries, 
particularly in the context of post-war reconstruction 
(see Williams 1994; Woods 2006). It was not until the 
early 1960s that the World Bank and International 
Monetary Fund (IMF) began to engage on a substan- 
tial scale in lending for developing countries and to 
acknowledge these countries’ demands for special 
resources. The ability of governments in developing 
countries to press their demands was also limited by 
the weighted voting structures that prevailed in these 
institutions, in which the United States occupied a po- 
sition of particular privilege and veto power—as in- 
deed it still does today. The GATT system operated 
similarly to marginalize developing countries. The 
Kennedy Round of the General Agreement on Tar- 
ifs and Trade (GATT) negotiations (1964-7) was seen 
by governments in the developing world as illustrative 
of the power imbalances in the international system 
which left them with extremely limited bargaining 
power and little prospect of achieving cooperation 
with more industrialized countries. 

‘These concerns entrenched the conviction that de- 
veloping countries needed to rely on solidarity and 
cooperation among themselves in order to address 
the disadvantageous terms on which international, 
economic, and political interactions were conducted. 
The Non-Aligned Movement (NAM) and the New 
International Economic Order (NIEO) were the two 


key political movements that emerged as expressions 
of this goal. The NAM crystallized in 1955 following 
the pivotal Asian-African conference held in Indone- 
sia, and provided a platform from which developing 
countries could organize themselves more effectively 
to participate and demand representation within in- 
ternational organizations. The establishment of the 
United Nations Conference on Trade and Develop- 
ment (UNCTAD) and the formation of the Group of 
77 (G77), both in 1977, were the first expressions of 
these greater levels of political organization, the first 
conceived as an alternative forum to the GATT, and 
the second designed to afford greater participation and 
leverage in the UN system. Of greatest influence, how- 
ever, was the NIEO movement which subsequently 
took shape in 1974. The call presented to the UN Gen- 
eral Assembly for an NIEO in fact constituted a primar- 
ily political demand for the sovereignty of developing 
countries to be taken more seriously, along with a 
number of economic demands that were oriented 
particularly to reducing the dependence of develop- 
ing economies on the international economy, reducing 
their vulnerability to deteriorating terms of trade for 
raw materials exports, and increasing their economic 
‘sovereignty’ by enhancing control over foreign di- 
rect investment (FDI) and natural resources (Thomas 
2008: 422). These concerns were articulated in a con- 
text of tumultuous change in the international political 
economy: the delinking of the dollar from a fixed price 
of gold by the US administration of Richard Nixon in 
1971 brought an end to the post-war Bretton Woods 
era of fixed exchange rates, and international oil prices 
quadrupled in 1973 asa result of action by the Organi- 
zation of Petroleum Exporting Countries (OPEC). 
‘These increases in oil prices were especially dam- 
aging for oil-importing developing countries in the 
context of volatile commodity prices at the end of the 
1970s, and were a major reason for the vast increase 
in borrowing among developing countries over the 
second part of the 1970s and early 1980s. The other 
reasons were related to the changing form of the 
ISI experiment, which, contrary to aspirations, re- 
mained dependent on inflows of foreign capital and 
technology. The ‘classic’ examples of ISI in Latin 
America—Argentina, Brazil, Chile, Colombia, and 
Mexico—were thus marked by the heavy participa- 
tion of transnational corporations (TNCs) (Thorp 
1998: 133-4). Peter Evans (1979) influentially used the 
label “dependent development’ to capture the cen- 
tality of foreign TNCs and FDI to Latin American 


development during this time. The foreign capital 
issue was also sharpened by the explosion in liquidity 
in international financial markets in the late 1960s and 
1970s and its availability to Latin American countries 
in the form of loans, credit, industrial financing and so 
on, such that the ISI model in its later stages came to 
be driven by the massive accretion of foreign debt (see 
Pauly, Chapter 9 in this volume). The resulting debt 
crisis, which started in Latin America in 1982, marked 
the end of experiments with these kinds of inward- 
looking development based on structuralist underde- 
velopment theory. 

Yet the failures of ISI in Latin America and else- 
where are only a part of the global picture. The crisis 
of development in Latin America and Africa was un- 
folding at a time when economies in another suppos- 
edly ‘developing’ region—namely, East Asia—were 
moving in the opposite direction. From the early 1960s 
to the early 1980s, the Japanese economy, emerging 
from the debris of the Second World War, grew at an- 
nual rates of around 7 per cent, moving from being 
the world’s twentieth largest exporter to the third larg- 
est, and becoming by most indicators the most suc- 
cessful industrialized country in the world (Pempel 
19994). During the same period, the four NICs were 
also growing at annual rates of over 8 per cent. The 
articulation of the East Asian model featured a strong 
concern about the position of Asian economies in the 
global economy, for the purposes not only of achiev- 
ing economic prosperity but also of securing a global 
presence and influence. These goals were formulated 
in strongly nationalist terms, particularly in the Japa- 
nese context, but were not of an inward-looking char- 
acter. Rather, they were conditioned by a much more 
unequivocal recognition of the role of the interna- 
tional environment in creating the conditions for East 
Asian industrialization. In the 1960s, this environment, 
for Asia, was marked by increasing access to interna- 
tional finance, increasing access to the markets of the 
industrialized countries, and, perhaps particularly, the 
increasing relocation of global productive activity to 
low-cost sites in what was then still thought of as the 
‘periphery’, specifically to Asia (Wade 1990). This pro- 
cess was captured influentially in the notion of the 
‘new international division of labour’ (NIDL) (Frobel, 
Heinrichs, and Kreye 1980). Moreover, the Japanese 
and East Asian context differed dramatically from the 
Latin American ‘dependent development’ experience, 
inasmuch as the NICs possessed the strength and au- 
tonomy to manage the impact of inflows of foreign 
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capital on the local economies. They were therefore 
much less conditioned, and certainly less negatively af- 
fected, by the dominance of foreign TNCs (Haggard 
and Cheng 1987). 

We can see, therefore, that this period of develop- 
ment—the so-called ‘Age of Development'—looked 
very different for different parts of the developing 
world. Its record was also very mixed, casting doubt 
on the utility of the prevalent notions of ‘core’ and 
‘periphery’, or indeed “Third World’, as homogenous 
categories of countries. While the East Asian NICs 
experienced high growth rates, Latin America’s ag- 
gregate growth performance was more modest. The 
story in sub-Saharan Africa was the most gloomy, with 
an average annual increase of only 1 per cent in per 
capita GDP between 1965 and 1985. An improvement 
between 1965 and 1974 gave way to a stagnation from 
the mid 1970s onwards, and by the early 1980s many 
countries had a lower per capita GDP than before in- 
dependence some 20 years earlier. Manufactured ex- 
ports declined between 1970 and 1986 for sub-Saharan 
African economies, while during the same period they 
jumped fivefold for Latin America, sixfold for the Mid- 
dle East and North Africa, and thirteenfold for the East 
Asian NICs (World Bank 1994: 17-18). Revealingly, in 
1965, Indonesia's GDP per capita had been lower than 
Nigeria's, and Thailand's lower than Ghana's (World 
Bank 1994: 17). What we saw over this period was thus 
a complete reordering of the development ‘hierarchy" 
of developing nations, with sub-Saharan Africa sliding 
backwards as the East Asian NICs surged forwards, 
and many other developing regions featuring at least 
moderate improvements in the main indicators of 
economic development. 


The 1980s onwards 


From the early 1980s onwards, we see a new phase in 
the global development project. This was marked by 
the dominance of the neo-liberal agenda, based, as we 
outlined earlier, on ways of thinking about develop- 
ment, which sought the freeing of market forces and 
advanced a political project of ‘rolling back’ the state. 
In the advanced industrialized countries, especially 
the United States and the United Kingdom, neo-lib- 
eralism emerged as a specific response to the experi- 
ences of Keynesian growth strategies and welfare state 
policies in Europe, which by the 1970s were seen to 
have yielded the twin economic problems of stag- 
nant growth rates and accelerating inflation (dubbed 
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stagflation’), and the associated political challenges 
of increased militancy among trade unions. In the de- 
veloping world, the critique was extended as an attack 
on ISI and the development problems it was seen to 
have bequeathed: bloated states, inefficiency, corrup- 
tion, hyperinflation, the debt crisis, political instability, 
anda laundry list of other lamentable conditions. Neo- 
liberal thought in this sense came to consolidate itself 
as what John Toye (1993) called a ‘counter-revolution’ 
in development thinking, which shaped fundamentally 
the process of globalization and the manner in which 
countries, economies, and societies participated in it. 
‘The point at which the various currents and ele- 
‘ments of neo-liberal thinking were brought together 
into a blueprint for development came at the end of 
the 1980s, The US economist John Williamson identi- 
fied the key elements of the new global policy agenda 
and attached to it the label ‘Washington Consensus” 
(WC). The resulting framework was quickly assumed 
not only to reflect the ‘consensus’ that had emerged in 
the global network of elite institutions, governments, 
and market actors associated with the neo-liberal or- 
thodoxy, but also to constitute a list of what govern- 
ments of countries had to do in order to ‘develop’. Its 
elements are outlined in Box 13.7. Colin Leys put it 


The Policy Prescriptions of the 
Washington Consensus 


Maintenance of fiscal discipline (budget deficits should not 
exceed 2 per cent of GOP). 


Reordering of public expenditure priorities (reduction and 
elimination of subsidies; prioritization of spending in education, 
health and infrastructure). 


Tax reform (broadening of tax base: maintenance of 
‘moderate’ marginal tax rates). 


Maintenance of positive real interest rates (to discourage 
‘capital fight and increase savings). 


Maintenance of competitive’ exchange rates. 
‘Trade liberalization. 

Elimination of barriers to foreign direct investment. 
Privatization of state-owned enterprises. 
Deregulation of the economy. 


Enforcement of property rights. 
Source: Wikarson (1990). 











well when he observed that, by end of the 1980s, ‘the 
only development policy that was officially approved 
was not having one—leaving it to the market to allo- 
cate resources, not the state’ (Leys 1996: 42). 

From the start, the WC was presented as common 
sense which was immune to sensible questioning— 
Williamson himself famously dismissed dissenters as 
“‘cranks'—and disseminated aggressively across the 
developing world. The important point is that justi- 
fication for this new ‘orthodoxy’ was presented as 
coming from globalization itself. The ‘structural he- 
gemony’ of global capital (Gill and Law 1989), which 
was the cornerstone of globalization processes, was 
seen to put in place a new structure of rewards and 
punishments in the global political economy. Capital 
was understood to respond ‘objectively’ to particular 
national macroeconomic and policy conditions, to 
the extent that putting in place the ‘right’ policies— 
namely, those listed in the Washington consensus— 
was crucial for the achievement of the range of goals 
associated with development. 

The main channels of the dissemination of the 
new neo-liberal development orthodoxy were the in- 
ternational financial institutions (IFIs), and specifi- 
cally the World Bank and the IMF. During the 1980s it 
was structural adjustment programmes (SAPs) that 
ruled the day, reflecting a set of ‘one-size-fits-all’ policy 
prescriptions applied widely across Latin America and 
the Caribbean, sub-Saharan Africa, eastern Europe, 
and other parts of the developing world. In this model, 
lending strategies were subject to stringent forms of 
“conditionality’—that is, continued lending was de- 
pendent on a country’s conformity with a range of 
economic and political policy conditions attached to 
the loans from the IFIs. By the end of the 1980s, they 
were seen to have failed, particularly in view of the 
continued stagnation of most African economies, and 
resurgent inflation and hyperinflation in many Latin 
American economies. (The rate of 5,000 per cent in 
Argentina in 1989 is indicative of a situation of hy- 
perinflation.) Indeed, the 1980s for these two regions 
were widely seen to be a ‘lost decade’ of development, 

‘The IFls changed tack, dropping the term ‘struc- 
tural adjustment’ in favour of a new organizing con- 
cept—that of “good governance—by which the Bank 
sought to asserta new focus on the centrality of institu- 
tions in economic reform and development processes 
(World Bank 1992a; see Williams and Young 1994; 
Doornbos 2001). Macroeconomic stabilization (low- 
ering inflation) and adjustment (trade liberalization, 


financial deregulation, privatization, and so on) re- 
mained critical, but were presented as only the ‘first 
generation’ of reforms. The ‘second generation’ com- 
prised an emphasis on sweeping institutional reform 
for the ‘modernization of the state’, fiscal reform, tax 
reform, labour flexibilization, and so on. Whereas the 
days of the Bretton Woods era and the 1980s had been 
marked by an insistence on the ‘apolit " of the 
IFls—by which was meant that their agenda would 
not interfere with domestic political arrangements— 
the good governance agenda gave the IFls licence to 
intervene in highly political ways in developing coun- 
tries, and the agents of the neo-liberal counter-revo- 
lution thus claimed for themselves ‘an unprecedented 
capacity to shape the strategic direction of large parts 
of the world’ (Payne 2005a: 59). 





KEY POINTS: 


+ From the end of the Second World War onwards, 
‘the twin goals of development were ‘catching up’ with 
‘the more developed economies and ‘breaking out’ of 
enduring conditions of economic dependence on the 
‘North 


‘+ Underdevelopment theory gained more traction than 
‘modernization theory in the developing world, except in 
‘Asia, and led to inward:looking development strategies 
known as import-substituting industrakzation (IS). 

‘+ The NAM and NEIO reflected a conviction among 

developing countries that they needed greater levels 

Cf solidarity and cooperation to press their demands 

more effectively in the international system and hey 

‘organizations such as the IFl, the GATT, and the UN. 

The early 1980s were marked by the Latin American 

debt crisis, reflecting both the contradictions of ISl and 

‘the explosion in lending to developing economies. 

+ At the same time as inward-looking development. 
strategies were failing in Latin America, sub-Saharan 
Arica and elsewhere, the East Asian economies were 
achieving impressive rates of growth and moving rapidly 
Up the economic hierarchy. 

+ From the early 1980s onwards, the landscape of 
development was defined by the dominance of neo- 
liberalism and, in particular, the disserrination of policy 
strategies based on the Washington consensus across the 
developing world. 

+ The structural adjustment policies (SAPs) of the 1980s 
were seen by the end of this decade to have failed. in 
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\View of the continued stagnation of African economies, 
the resurgence of (hyper)inflation in Latin America, 
and the poor performance of other developing regions, 
except Asia 

+ The IFls changed tack and introduced an emphasis on 
‘consolidating the neo-liberal counter-revolution in 
development thinking and strategy during the 1990s. 











The crisis of the Washington 
Consensus in the 1990s 


By the end of the 1990s, the neo-liberal development 
project was in trouble and the credibility of the WC 
under great strain. The record of development across 
Latin America, eastern Europe, and sub-Saharan Africa 
in particular—the main testing grounds of neo-liberal 
reform—was disappointing and in some cases disas- 
trous. The Mexican ‘peso crisis’ of 1995, which saw the 
collapse of the currency following a speculative attack 
in the global financial markets, dealt a serious blow to 
the development orthodoxy. The Asian financial crisis 
of the late 1990s, explored by Louis Pauly (see Chapter 
9, this volume) similarly knocked both neo-liberalism 
and neo-statism onto the back foot and revealed much 
about the relationship between globalization and de- 
velopment in that region and more broadly. Let us go 
into a little more detail about the record of this period 
before exploring what it can tell us about the develop- 
mental implications of globalization. 


Growth 


‘We have noted that the East Asian economies contin- 
ued into the 1980s and 1990s with strong growth rates. 
The locus of that growth shifted from Japan and the 
NICs to China and India over this period. In the case of 
China, average annual GDP growth from the mid 1980s 
to the early 2000s stood at 9.5 per cent, increasing to 
10.7 per cent by 2006 (World Bank 2007a) (see Figures 
13.1 and 13.2). For India, the figures were 6 per cent 
from the late 1980s to the late 2000s, and 8.6 per cent 
in the 2003-7 period (Panagariya 2008). Both countries’ 
trajectories featured a significant level of integration 
into global economic processes, at least in produc- 
tion and trade. But, in China especially, engagement 
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Figure 13.1 China: GDP and GDP per capita growth rates (1980-2006) 
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with globalization did not extend to financial markets. growth rates for China and India continued uninter- 
Equally, both countries engaged in autarkic trade and rupted into the 2000s, the Asian crises of the late 1990s 
investment policies until the late 1980s, with liberali- brought a setback and new challenges for the East 
zation processes initiated only from that time, While Asian NICs and other economies in South-East Asia. 





Figure 13.2 China: GDP and GDP per capita (1980-2006) 
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‘The story elsewhere was different. In Latin Amer- 
ica, for instance, per capita GDP grew more slowly 
over the 1990s than during the period between 1950 
and 1980, and by 2003 was 1.5 per cent lower than in 
1997 (ECLAC 2002). The World Bank's key report on. 
Africa in the 1990s (World Bank 1994) seemed curi- 
ously proud of what can only be thought of as a de- 
pressing picture: of the 28 countries that had engaged 
in structural adjustment, exactly half of them had 
experienced declines in the average annual growth 
rate of GDP per capita between 1981-6 and 1987-91 
Growth figures for the region as a whole picked up 
pace through the second part of the 1990s, largely 
driven by export growth. However, for the period 
1990-2001, African export growth rates were lower 
than those recorded for the rest of the world, both in 
agricultural products and manufactures (Gibbon and 
Ponte 2005). 


Trade 


On the trade front, the picture was again one of di- 
vergence between developing economies, this time 
between those which were integrated into interna- 
tional trade patterns as exporters of manufactured 
goods (mainly the East Asian NICs), and those which 
remained reliant on the export of primary commodi- 
ties (mainly some smaller Latin American and sub-Sa- 
haran African economies) (Thomas 2008: 426-7). The 
obstacles to the trade strategies of the exporters of 
raw materials in Latin America and sub-Saharan Africa 
were found partly in trends in international commod- 
ity prices. In the 1980s, for example, prices collapsed 
for the key African export crops of cocoa, coffee (each 
declining by around 70 per cent), and cotton (declining 
by 28 per cent). But they were also found in the lack 
of access to the key markets, The problems of protec- 
tionism that were identified by the early structuralists 
and post-war policymakers in developing countries 
persisted through the 1980s and 1990s, particularly in 
the key sector of agriculture. Government subsidies 
to agricultural producers in the countries of the Or- 
ganisation for Economic Co-operation and Develop- 
ment (OECD) fell slightly between the mid 1980s and 
the mid 1990s, from levels equivalent to 37 per cent of 
total farm receipts to around 30 per cent, but this latter 
figure remained unchanged by the mid 2000s. Levels 
in the EU have been consistently higher than the aver- 
age for the OECD, at around 34 per cent of total farm 
receipts, and in the early 2000s levels were higher still 
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in Japan and Korea (around 60 per cent), and in Nor- 
way, Switzerland, and Iceland (around 70 per cent). In 
the early 2000s, the US was responsible for some 20 
per cent total of global agricultural subsidies, and the 
European Union (EU) for around 40 per cent (OECD 
2003, 2005). 

International trade negotiations had expanded 
continuously to embrace a wide range of areas, in- 
cluding such issues as intellectual property, compe- 
tition policy or investment policy. Nevertheless, the 
area of agriculture, for many developing countries 
fundamental, remained essentially off the negotiat- 
ing table. In this sense, the expectation was that de- 
veloping countries would unilaterally liberalize trade 
in key sectors (that is, with no corresponding liber- 
alization in the developed market economies) and 
the structure of trade negotiations continued to fail 
to address the basic trade issues that were critical to 
their development prospects. The ongoing marginali- 
zation of developing countries in trade negotiations 
themselves compounded the problems, and led to a 
creeping situation of stalemate in the World Trade 
Organization (WTO) agenda after the end of the 
Uruguay Round in the mid 1990s, which persisted 
throughout the 2000s (Finger and Nogués 2002; Pa- 
nagariya 2002; Narlikar 2003). 


Finance and investment 


Much of the commentary about globalization, both 
enthusiastic and sceptical, notes the huge growth in 
private investment flows to the developing world, 
particularly over the course of the 1990s. By the mid 
1990s, these had increased sixfold compared with 
1990 levels, and were some four times greater than 
the peak levels reached during the lending boom of 
1978-82, which, as we have seen, culminated in the 
Latin American debt crisis of the early 1980s. De- 
veloping economies’ share of total global FDI flows 
stood at 40 per cent, compared with 15 per cent in 
1990. Flows to these economies were dominated by 
FDI, largely associated with large-scale privatization 
processes, but portfolio investment (bonds and equi- 
ties) rose sharply to account for around a third of the 
total. By the middle of the 1990s, private flows were 
also around five times greater than official (aid) flows 
(World Bank 1997: 9-10). Yet the pattern was much 
more uneven than these figures suggest at first glance. 
In the mid 1990s, 95 per cent of these flows were di- 
rected to only 26 of the 166 countries classified by 
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the World Bank as ‘developing nations’ (World Bank 
1997: 12). Sub-Saharan Africa, notably, was largely 
bypassed by this surge in capital flows in comparison 
with other regions. 

Such is the context of the rash of economic and 
financial crises in the 1990s and early 2000s in the 
developing world—the Mexican peso crisis of 1995, 
the Asian financial crisis of 1998, the spread of ‘con- 
tagion’ to Brazil, Russia, Turkey, and elsewhere, and 
the Argentine collapse of 2001, Financial volatility was 
both central to the causes of these crises and a result 
of them. Capital flows to Latin America and the Car- 
ibbean, for instance, contracted by more than a third 
in 2002 alone, the decline being felt most sharply in 
Mexico and the Caribbean as a result of the additional 
impact of recession in the US economy (Phillips 2005: 
339). While in some cases (Brazil, East Asia), FDI levels 
picked up quite quickly following the onset of crisis, in 
others the recovery was much slower and more par- 
tial. We will look more closely at debates surrounding 
the causes of these crises and contending reactions to 
them in the next section of the chapter. 





Debt 


The problem of indebtedness among developing 
countries is of long-standing, but the trajectory of its 
increase was striking during the 1990s. The total debt 
stock of the net-debtor developing countries doubled 
during this decade to US$2.2 billion. Again at an ag- 
gregate level, the ratio of debt service payments (that 
is, either repayments to creditors of money owed, 
or payments covering some of the interest on the 
debt) to exports increased from 19.6 per cent in 1991 
to 22.3 per cent in 1999. The problem was, and re- 
mains, most acute for the heavily indebted countries, 
where debt levels were equivalent to 103 per cent of 
total GDP between 1995 and 2000, notwithstanding 
a small fall since the peak of 120 per cent for 1990-4 
(Thomas 2008: 426). But larger and richer developing 
countries also continued to struggle with high levels 
of indebtedness. For Argentina in 1998, for example, 
the ratio of total debt to foreign exchange revenues 
from exports reached 500 per cent, and its ratio 
to GDP 41.4 per cent, increasing to 50 per cent by 
2000 when the economy was beginning to collapse 
(Mussa 2002). 

‘The period was marked by anew phase in the global 
politics of debt, with the announcement in Septem- 
ber 1996 of the Heavily-Indebted Poor Countries 


(HIPC) initiative. This policy was not designed to 
eliminate debt, but rather had the more modest ob- 
jective of reducing it to ‘sustainable’ levels, defined 
as a country’s ability to meet its debt service obliga- 
tions without having to resort to a rescheduling of 
the debt or accumulating arrears (Payne 2005b: 147). 
Forty-one countries were initially classified as HIPCs, 
overwhelmingly from Africa, and some progress was 
made over time towards reorganizing and alleviat- 
ing their debt burdens. But, unsurprisingly, the HIPC 
initiative did not go nearly far enough for the grow- 
ing concert of non-governmental organizations that 
began to mobilize around this issue, notably under 
the umbrella of the Jubilee 2000 movement which 
demanded the cancellation of the debt of poor coun- 
tries. In mid-2005 at a summit meeting in Gleneagles, 
Scotland, the argument was finally accepted by the 
Group of Seven (G7) countries that the multilateral 
debt of many poor countries should be cancelled en- 
tirely (Helleiner and Cameron 2006), and the Multi- 
lateral Debt Relief Initiative (MDRI) came into being. 
‘The IMF began to provide the agreed relief from the 
beginning of 2006, and other institutions and govern- 
‘ments have followed suit, on the basis of exacting eli- 
gibility criteria. 


Poverty and inequality 


Trends in poverty and inequality over this period 
are amply documented in Robert Wade's chapter 
(Chapter 12, this volume). The important points for 
our purposes here are twofold. First, the neo-liberal 
development project did not yield the expected or 
desired results. While the proportion of the world’s 
population living in conditions of poverty may have 
diminished at an aggregate level over the course of 
the 1990s, this improvement was almost entirely ac- 
counted for by the performance of East Asia, espe- 
Gially China. The population living below the $1 per 
day poverty line increased significantly in most other 
parts of the world, and the recorded increase was even 
greater using the $2 per day measurement (World 
Bank 2002a; Kaplinsky 2005). Second, the recurrence 
of economic crisis in the developing world increased 
the vulnerability of populations to poverty and destitu- 
tion, along with the range of social phenomena that 
accompany these conditions. After the Asian financial 
crisis, for example, the World Bank estimated the in- 
idence of poverty in that region to have increased by 
around 22 million people (Glyn 2006: 69). 


KEY POINTS: 


+ The growth record of the 1990s was highly uneven across 
‘regions and countries, with sharp contrasts between the 
high growth of East Asian economies and the stagnant 
performance of Latin America and Africa. 

Exporters of manufactured goods cid rather better than 
‘those economies that remain dependent on primary 
products, and persistent protectionist barriers in the 
‘rich countries, especially in agriculture, have impeded 
developmentally advantageous particpation in the 
international trading system. 

Finance and investment flows to many developing 
‘economies increased significantly over the 1990s, even 
though sub-Saharan Africa was largely bypassed by this 
surge. Recurrent crises over the 1990s and 2000s have 
both reflected and resulted in a marked volatiity of 
financial flows. 

‘+ The problem of indebtedness increased over the 1990s, 
‘mainly for small and poor economies but also for some 
lange economies. 

‘Trends in poverty and inequality contradicted the 
‘expectations of the neo-liberal orthodoxy. 











Not surprisingly, explanations of the failures of the 
development project of the 1980s and 1990s ranged 
widely. The key dividing line was between those who 
sought explanations in internal factors and those who 
emphasized the connections with globalization. It was 
noted earlier that neo-liberal thinking conceived of de- 
velopment failures as being rooted in internal condi- 
tions, and as we moved into the 2000s that conviction 
remained unshaken. John Williamson (2003) set out 
the clearest statement of the view that the problem lay 
with the incomplete implementation of neo-liberal 
reforms. Others saw the Mexican crisis as a ‘reality 
check’: it was ‘not that the policy recommendations 
that Williamson outlined are wrong, but that their 
efficacy—their ability to turn Argentina into Taiwan 
covernight—was greatly oversold’ (Krugman 1995: 30). 
‘The World Bank, in a report which addressed itself 
specifically to the task of ‘learning from a decade of 
reform’ (2005c), drew a long list of conclusions sum- 
marized well by Dani Rodrik (2006: 976-7): 


+ insufficient attention had been paid to stimulating 
the dynamic forces that lie behind the growth 
process; 


The Political Economy of Development 373 


+ the objectives of economic reform did not 
translate into a single and unique set of policy 
prescriptions, but rather could be achieved in a 
number of ways; 


solutions to development problems must be 
context-specific and the notion of ‘models’ for 
emulation was unhelpful; 

+ rules had been set out in relation to government 
discretion in ways which introduced undue 
rigidities into economies and inflexibility into 
decision-making; 

reform efforts needed to focus on the ‘binding 
constraints’ to development, rather than relying 
on a ‘laundry list’ of policy reforms that may or 
may not be appropriate, 


The East Asian crisis presented more problems for 
both neo-liberals and neo-statists, but ultimately the 
same sorts of arguments emerged. Some explanations 
sought to emphasize the problems with globalization 
that impinged on the development experiences of 
the 1990s, the nature of globalized financial markets, 
the dynamics of crisis behaviour, and the crisis-man- 
agement policies of the IMF being among the most 
notable of these (Sachs 1998; Wade 1998; Higgott 
and Phillips 2000; Chang 2006; Glyn 2006). Orthodox 
accounts, by contrast, took aim at levels of corrup- 
tion and an excessive role for state patronage in the 
private sector in East Asia—famously labelled ‘crony 
capitalism’—and the deficiencies of banking systems 
(Henderson 1998; Pempel 1999; Segal and Goodman 
2000; see Kang 2002). Up to this point, neo-liberal 
claims to the East Asian miracle had sought to play 
up the role of exported growth and play down the 
issues of the role of states and the internal organiza- 
tion of East Asian economies, thus sidestepping the 
problem of having to account for the growth perfor- 
mance of these economies under conditions held by 
the neo-liberal orthodoxy to be damaging to develop- 
‘ment prospects. Now, the emphasis was reversed and 
the arguments that had previously been avoided were 
once again used to discredit the East Asian model and 
explain its ‘failure’. 

‘This came after a period in which even the World 
Bank appeared to have conceded certain ground to the 
nco-statists in the debate over the role of states. Its East 
Asian Miracle report of 1993, after protracted political 
‘wrangling between the Bank and the Japanese govern- 
ment (which was demanding from the Bank a more 
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explicit acknowledgement of the achievements of the 
East Asian model), constituted the first acknowledge- 
ment of the fact of government intervention in East 
Asian successes and contained a series of mumbled 
concessions to the benefits of ‘selective interventions’ 
in the areas of exports and credit. But it continued 
staunchly to defend the Bank's line against ‘industrial 
policy’ and marshalled an arsenal of (for many, very 
dubious) evidence to insist on the underlying ‘market- 
conforming’ character of the East Asian development 
‘model (World Bank 1993; see Wade 1996b). The crisis 
of the late 1990s nevertheless allowed the Bank and 
other agencies to retreat quickly to much more com- 
fortable terrain, turning these arguments around to 
argue, in effect, that they had been right all along. 

The case for a ‘new paradigm for development — 
the PWC (Stiglitz 1998, 2001)—was striking for the 
way it stole a good deal of the thunder from the neo- 
statists by emphasizing the role of state intervention in 
economies in order to compensate for market failures 
and imperfections (Payne and Phillips 2010: 148). But 
it went a very great deal further, Stiglitz proclaiming 
that the PWC was, no less, a ‘development strategy 
[which] outlines an approach to the transformation of 
society’. All aspects of society (including the state, the 
private sector, the family, community, and individual) 
needed to be incorporated; it gave precedence to a 
focus on sustainable and equitable development; it 
developed the new ‘buzzwords’ of capacity-building, 
governance, participation, transparency, civil society, 
and so on, placing much greater emphasis on demo- 
cratic governance than its predecessor; and it advo- 
cated reform of the IFls and the ‘global governance" 
of development. It also called for a greater degree of 
‘ownership’ for developing countries of the develop- 
‘ment policies they pursued, and a correspondingly 
‘greater degree of humility’ on the part of the inter- 
national financial institutions—an acknowledgement 
that they ‘do not have all the answers’ (Stiglitz 1998: 
15). The barrage of criticisms was predictable and 
important—primarily that the PWC represented no 
significant break from the WC (Standing 2000; Fine 
2001; Rodrik 2002). Particularly significant for our 
purposes is the fact that the treatment of globalization 
remained largely untouched, with the emphasis still 
falling on domestic reform rather than on rethinking 
how the global economy worked. 

While the PWC faded quickly from view and par- 
lance, it was particularly interesting for the way in 


which it coincided with the more explicit incorpo- 
ration into the global development agenda of the 
concerns advanced by proponents of a ‘human de- 
velopment’ approach. This incorporation was not in 
itself new, inasmuch as by the early 1990s the work 
of Sen and others at the United Nations Develop- 
‘ment Program (UNDP) had found a central place in 
the global development agenda, particularly in the 
evolving interest in poverty reduction alongside good 
governance. But the focus on human development 
became most pronounced in the late 1990s and early 
2000s, around the same time as the PWC was being 
elaborated, and was encapsulated in a focus on pov- 
erty reduction as the key global development strategy 
for the twenty-first century. 

‘Two key frameworks emerged for this purpose: the 
poverty reduction strategy papers (PRSP) approach, 
and the MDGs. The PRSP process aimed to empha- 
size the question of local ownership in global poverty 
reduction strategies, involving (a) ‘promoting oppor- 
tunity’ and pursuing ‘pro-poor growth’; (b) ‘facilitat- 
ing empowerment’, particularly by promoting ‘good 
governance’; and (c) ‘enhancing [human] security’, 
involving such areas as health, education, and some- 
times ‘social safety nets’ or ‘social protection meas- 
ures’ (Craig and Porter 2003: 53-4). They have been 
widely seen, by supporters and detractors, as integral 
toa PWC-type approach to development. The MDGs, 
agreed in 2001, were announced with considerably 
more fanfare as a commitment by the whole inter- 
national community to achieving an ambitious set of 
development targets. These are set out in Box 13.8. It 
isnot difficult to see why the MDGs have widely been 
seen as the practical expression of the human develop- 
‘ment approach as articulated by the UNDP, expanded 
to embrace also the World Bank's income poverty 
monitoring measures (Fukuda-Parr 2004; Saith 2006). 

‘Two aspects of the MDGs are of particular inter- 
est to us. First, the MDGs constituted yet another 
global development initiative which emanated very 
specifically from the rich-country development com- 
munity: it was ‘a donor-country interpretation of the 
key issues, for a donor-country audience’ (Nelson 
2007: 2041). Second, the MDG framework contained 
no mention of those issues relating to globalization, 
global politics and unequal power structures. The 
implicit assumption was, once again, that the devel- 
opment problems of the world could be rectified 
by a global concert of governments and institutions 





The Millennium Development Goals 
Goal |; Erackcate Extreme Poverty and Hunger 
Goal 2: Achieve Universal Primary Education 
Goal 3; Promote Gender Equality and Empower Women 
‘Goal 4: Reduce Child Mortality 
Goal 5: Improve Maternal Health 
Goal 6: Combat HIV/AIDS, Malaria, and Other Diseases 
Goal 7; Ensure Environmental Sustainability 
Goal 8: Develop a Global Partnership for Development. 





pushing sustained market reforms in the relevant na- 
tional contexts. 

The core goal of MDG, to halve the proportion 
of the world’s population living on less than $1 per 
day had been achieved by the second part of the 2000s. 
By late 2015, the end date for the MDGs, the World 
Bank's forecasts indicated that the number of people 
living in extreme poverty was likely to have fallen to 
under 10 per cent of the global population, using its 
updated poverty line of $1.90 per day (World Bank 
2015a). This represented slightly more than a halving 
of the number of people living in extreme poverty 
across the world, from 1.9 billion in 1990 to 836 mil- 
lion in 2015 (UNDP 2015). 

However, the aggregate figures hide a patchiness in 
these improvements, the disparities between regions 
and between countries within regions, and variabil- 
ity between groups of poor people. The World Bank 
also noted a reversal in the regional composition of 
poverty. Whereas in 1990, East Asia had accounted for 
half of the global poor, and around 15 per cent lived 
in sub-Saharan Africa, forecasts for 2015 indicated that 
sub-Saharan Africa had come to account for half of 
the global poor, and some 12 per cent lived in East Asia 
(World Bank 20152). China accounts for the bulk of 
the dramatic news on poverty, with 662 million fewer 
people living in extreme poverty in 2008 than in 1981; 
outside China, a decline of the extreme poverty rate 
from 41 per cent to 25 per cent by the end of the 2000s 
‘was not sufficient to reduce the total number of peo- 
ple living in extreme poverty (World Bank 2012a). In 
Latin America, the data are heavily skewed by trends 
in the large economies, specifically in Mexico and 
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Brazil, and most countries of the region were showing 
either no improvement at all or, in some cases, slight 
increases in poverty by the end of the 2000s (Phillips 
2011a). In sub-Saharan Africa a modest reduction in 
extreme poverty meant that, for the time since 1981, 
less than half the population were living in extreme 
poverty in 2008, but still 47 per cent of the population 
fell into this category. In addition, while poverty was 
continuing to decline in all regions, it was noted that it 
was becoming more entrenched in countriesthat were 
either marked by conflict or strongly dependent on 
commodity exports (World Bank 2015a). Significantly, 
00, the World Bank has noted a ‘marked bunching up’ 
just above the $1.25 extreme poverty line, indicating 
that while there had been a drop in extreme poverty, 
there had been much less progress on poverty in gen- 
eral, particularly in getting over the $2 per day hurdle. 
The number of people living between the $1.25 and $2 
per day poverty lines in fact doubled between 1981 and 
2008 (World Bank 2012a). 

Aside from the poverty figures, the UNDP, in its re- 
port assessing the performance of the MDGs, noted 
such achievements as the following: a tripling of the 
number of people in the working middle class (living 
on more than $4 a day); a halving of under-nourish- 
‘ment, the number of primary school age children not 
in education, and child mortality rates; the achieve- 
ment of gender parity in schools in a majority of coun- 
tries; and significant progress in sanitation and disease 
control or eradication, particularly in relation to con- 
ditions such as HIV/AIDS and tuberculosis. Yet the re- 
port also highlighted areas in which there remained a 
long way to go, including on poverty reduction. Even 
though extreme poverty may have been halved on ag- 
gregate, there remained some 836 million people still 
living in such conditions, and, as we have seen, the 
progress has been at best patchy. Conflict, environ- 
mental degradation and climate change continued to 
impede development, and gender inequality remained 
a stubborn problem. Particularly interestingly, given 
our earlier comments on its neglect in the formula- 
tion of the MDGs, the report highlighted the growing 
problem of inequality, both between households and 
between rural and urban areas (UNDP 2015). 

As David Hulme and James Scott remind us (2010, 
citing Fischer 2010), it would nevertheless be a mis- 
take to assume that all progress over this period is 
attributable to the MDGs. In the first place, many of 
the advances in some parts of the world were made 
before the MDGs came into being. In the East Asia 
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and the Pacific region, because 1990 was adopted as 
the baseline for measurements, the targets on poverty 
reduction were virtually achieved before the MDGs 
had even been created (Pogge 2004; Hulme and Scott 
2010). Second, progress in some key areas has in fact 
slowed since the introduction of the MDGs, such as in 
mortality rates of children under 5 years of age, which 
fell at an annual rate of around 3.5 per cent between 
1960 and 2000, while annual progress since 2000 has 
been around 2.75 per cent (Hulme and Scott 2010). In 
short, the glass can be either half full or half empty in 
our assessment of the record of the MDGs (Hulme 
and Wilkinson 2012: 4). 

The debate about what a ‘post-2015 strategy’ 
needed to look like yielded a new set of goals to 
guide the global development agenda between 2015 
and 2030, which came to be called the Sustainable 
Development Goals (SDGs). At the Rio + 20 Summit 
in 2012, a working group was established to draft an 
agenda for the SDGs, which operated in tandem with 
a series of “global conversations’ set up by the United 
Nations to feed into the drafting of the recommen- 
dations. The draft report was completed in 2014, and 


agreed following negotiations in the UN in August 
2015. The principles guiding the drawing up of the 
‘SDGs accommodated the recognition that economic 
development needed to be rescued from its relative 
neglect so that any goals are both economic and social 
in character, that inequality needed to be integrated 
into a global development agenda, however politically 
sensitive that may be, and that a much greater voice 
for representatives of developing countries and associ- 
ated social groups needed to be realized (Wilkinson 
and Hulme 2015). Box 13.9 outlines the 17 SDGs that 
will be adopted from January 2016 onwards. 

‘The focus on poverty reduction and development 
goals thus came to define the global development 
agenda in the post-Washington consensus era, as ar- 
ticulated by the development community centred on 
the United Nations. However, this was not the only 
alternative that was articulated at this time. Another 
emanated from observation of the East Asian region. 
China, in particular, was scen both to be leading a 
pack of new ‘rising powers’ and to be articulating a 
very different route to high growth and development 
from that advocated in the policy prescriptions of the 


The Sustainable Development Goals 
Goal |: End poverty in all its forms everywhere 
‘Goal 2: End hunger. achieve food security and improved nustri- 
tion, and promote sustainable agricuture 
‘Goal 3: Ensure healthy ives and promate wellbeing for all at 
all ages 
Goal 4: Ensure inclusive and equitable quality education and 
promate lifelong learning opportunities for all 
Goal 5: Achieve gender equality and empower all women 
and girls 
Goal 6: Ensure availabilty and sustainable management of 
‘water and sanitation for all 
Goal 7: Ensure access to affordable, refable, sustainable and 
modern energy forall 
Goal 8: Promote sustained, inclusive and sustainable eco- 
nomic growth, full and productive employment. and decent 
‘work for all 


Goal 9: Build resilient infrastructure, promate inclusive and 
‘sustainable industrialzation, and foster innovation 





(Goal 10: Reduce inequality within and among countries 


Goal | |: Make cities and human settlements inclusive, safe, 
resilient and sustainable 


(Goal |2: Ensure sustainable consumption and production 
patterns 

(Goal 13: Take urgent action to combat cimate change and 
its impacts (taking note of agreements made by the UNFCC 
forum) 

Goal 14: Conserve and sustainably use the oceans, seas and 
marine resources for sustainable 


Goal 15: Protect, restore and promote sustainable use of 
‘terrestrial ecosystems, sustainably manage forests, combat 
desertification and halt and reverse land degradation, and halt 
biodiversity loss 

Goal 16: Promote peaceful and inclusive societies for 
‘sustainable development, provide access to justice for all 
and build effective, accountable and inclusive institutions at 
all levels 


Goal |7: Strengthen the means of implementation and revi- 
‘ale the global partnership for sustainable development 








‘Western development community. Its perceived suc- 
cess in economic and developmental terms, achieved 
without conforming with the neo-liberal consensus, 
led many to ask whether China might not be epito- 
mizing a new development model, capable of being 
adopted and replicated elsewhere 

The boldest statement of this argument was made 
by the journalist Joshua Ramo (2004) in his outline 
of what he called the ‘Beijing Consensus’. With this 
title, he was invoking the globalist and universalizing 
pretensions of the WC and other Western develop- 
ment frameworks (Payne and Phillips 2010: 154). In its 
substance, the Beijing Consensus echoed both theo- 
ries of East Asian development and some of the older 
theories of ‘catch-up’ that we reviewed earlier in the 
chapter. First, it laid emphasis on the ‘value of inno- 
vation’, but rejected ‘trailing-edge innovation’, which 
traditional catch-up theories saw as the starting point, 
in favour of ‘bleeding-edge innovation’—a distinction 
of aspiration illustrated in the juxtaposition of copper 
wires versus fibre optics. Second, it articulated a no- 
tion of ‘balanced development’, which went beyond 
indicators such as per capita GDP to emphasize ‘sus- 
tainability and equality’ over luxuries. Third, it pro- 
posed a ‘theory of self-determination’ and ‘the use of 
leverage to move big, hegemonic powers which might 
be tempted to tread on your toes’ (Ramo 2004: 27). 

‘The Beijing Consensus's moment, asit were, was ul- 
timately fleeting. By the late 2000s, it had largely disap- 
peared from debates about development, in large part 
because of the profound limits to the replicability of 
the Chinese model in other regions of the world. The 
‘economic, political, and social conditions in which the 
Chinese model was articulated can safely be deemed 
tobe historically unique. More to the point, the Beijing 
consensus was built on a rejection of the ‘one-size-fits- 
all’ Western development thinking that had dominated 
twentieth century theory and practice—why should 
‘we then expect the Chinese model to be any more uni- 
versally applicable? Yet, leaving the Beijing Consensus 
itself to one side, it was precisely the challenge rep- 
resented by China's economic and development per- 
formance to one-size-fits-all thinking that was most 
significant over this period. The ‘find your own way" 
strand of development theory (Schmitz 2007: 55)— 
based on the idea that paths to development are mul- 
tiple and contingent—was strongly reinforced by the 
continued rise of China and East Asia over the 1990s 
and 2000s, in the latest instalment of the long-running 
contest between competing development ideas. 





The Political Economy of Development 377 


KEY POINTS 


‘+ Explanations of the crs of the Washington Consensus — 
and neo-liberal strategies more generally—were divided 
between those who emphasized ‘internal’ factors 
2nd those who emphasized factors associated with 
obalzation. 

+The East Asian crisis of the late 19905 was taken by neo- 
Sberals to validate the development orthodoxy and used 
to dscredit the East Asian model, even though it had just 
appeared to concede certain ground to the neo-statists 
and acknowledge the role of government intervention, 

+ The post- Washington consensus (PWC) was put forward 
1 a ‘new paradigm for development’ (Stiglitz), but was 
seen by critics to depart very litte from the orignal 
‘Washington consensus. 

+ The issue of poverty reduction came by the 2000s 
to occupy the centre of global development debates, 
reflected particularly in the Millennium Development 
‘Goals (MOGs) and later the Sustainable Development 
Geals (SDGs). 

“+ Progress towards achieving the MDGs has been significant 
but uneven. with considerable diflerences between 
‘countries and groups of people. 

+ While the so-called Beijing Consensus was short-lived as 
an intervention in development debates in the 2000s, the 
se of China challenges the one-size-fits-all development. 
thinking that has dominated mainstream and Western 
development theory and practice. 











Development in times of economic 
crisis 

The contemporary chapter in global development is 
unfolding in the context of the twin crises of the late 
2000s and early 2010s—on the one hand, the crisis of 
Anglo-American neo-liberalism which erupted pri- 
marily in the United States and the United Kingdom, 
and, on the other, the debt crisis engulfing large parts 
of southern Europe. At the time of writing, it is prob- 
ably safe to say that we are now in the period of the 
aftermath of the former crisis, with global banking 
and financial volatility largely subdued. At the same 
time, itis unquestionably the case that we are still liv- 
ing through the fall-out from the crisis, with responses 
to it still unfolding across the world. For many coun- 
tries in Southern Europe, the crisis continues, most 
starkly in the case of Greece. So what can we say of 
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the implications of the economic crisis of the late 
2000s for global development? 

In one sense, the crisis that began in 2007 was not 
strictly speaking a ‘global’ economic crisis. Its origins 
were concretely in the United States, United King- 
dom, and parts of Europe, and these are the parts of 
the world in which its effects have been felt the most. It 
had much to do with regulatory failures in globalized 
financial and banking systems, as did the Asian financial 
crisis a few years before. But just as we called this an 
‘Asian’ crisis, o, ina sense, was this an ‘Anglo-American’ 
crisis, The difference is that, inevitably, an Anglo-Amer- 
ican crisis brings with it global repercussions in a way 
that crises originating in and affecting other parts of 
the world would not. Indeed, almost all countries and 
large parts of the world’s population were affected by 
the waves generated by what has come to be called in 
some quarters the ‘Great Recession’. These waves were 
of varying size and impact, with some economies in 
the developing world weathering the storm better than 
others. Large economies such as China, India, and Bra- 
zil suffered serious consequences as a result of global 
recession, China and India maintained appreciable rates 
of growth through the most intense period of the crisis 
around 2009, of an order of 7, 8 or 9 per cent (see Fig- 
ture 13.3). The waves in this context were felt largely as 
slow-downs in economic growth, rather than recession. 
The consequences for Brazil were more severe, with 


negative growth in 2009 followed by a quick rebound, 
and an equally quick downturn from 2011 onwards. 
‘The major reasons for these slow-downs are usually 
depicted as the decline in demand in Europe and the 
US, and the consequences thereof for exports from 
economies like China and Brazil, Robert Wade has 
highlighted the vital point that Chinese growth in turn 
fuels growth in economies like Germany, Japan and 
Brazil, as well as in its own East Asian region, which is 
importantin thinking about the mechanisms by which 
the repercussions of the crisis are transmitted across 
the global economy. Many East Asian economies are 
fuelled by exports to China, to the extent that a dollar 
fall in China's exports is far more significant for East 
Asian economies than a dollar fall in domestic demand 
‘in China (Wade 2009c). Similarly, China functions as a 
major export destination for a very large number of 
economies across the world, including in Africa and 
Latin America, and an increasingly important source 
of foreign investment and development financing 
(Ditemer and Yu 2010). However, it bears remem- 
bering that the manufacturing economy in China, in 
particular, is driven heavily by investment and capital 
from economies like the US and Japan, and the effects 
of the crisis are channelled through those flows as well 
as through trade and the dynamics of global demand. 
Some of the sharpest challenges to the lange emerging 
economies became apparent in the arenas of inflation, 





Figure 13.3 China, India, and Brazil GDP growth during the global economic crisis (2007-14) 
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currency pressures and pressures on asset prices. The 
situation in Brazil and China was similar in this respect, 
except that the Chinese authorities have retained the 
ability to manipulate the currency in order to avoid 
the problems of overvaluation that have emerged else- 
where, as in Brazil. However, this strategy on the part 
of the Chinese government also created problems for 
other emerging economies, including Brazil, where the 
combination of currency manipulation in China (an 
increasingly important trade partner) and strategies of 
‘quantitative easing and austerity in the US and elsewhere 
led to an overvaluation of the Brazilian real by the turn 
of the decade, which became increasingly difficult to 
manage. In order to meet the twin challenge of reduc- 
ing inflation and controlling the value of the currency, 
interest rates were raised, such that by 2012 they were 
among the highest in the world (over 10 per cent). This 
measure in turn had the effect of attracting increased in- 
flows of investment and capital, leading the government 
of President Dilma Roussef to impose capital controls 
shortly after taking office in 2010, Similarly, the Chinese 
authorities sought to tackle overheating and inflationary 
pressures by imposing a range of financial controls, such 
as on construction and home sales. Indeed, the ‘normal- 
zation of capital controls’ during the crisis—extending to 
countries ranging from Iceland, Ukraine and Argentina 
to South Korea, Venezuela, and China, among many 
others—is perhaps the single most important way in 
which policy space for development has expanded in the 
contemporary era (Grabel 2013). 

Such an analysis thus focuses on the repercussions 
of the crisis, according to an argument which charac- 
terizes it as Anglo-American in character. However, 
it risks overlooking a different set of insights into 
what does make the crisis ‘global’ in its character, re- 
flecting an ongoing debate as to its origins and, by 
extension, the most appropriate solutions. Notwith- 
standing the need to accept the role of regulatory 
failure in the causes of the crisis, a different line of 
argument focuses on the role of ‘global imbalances’, 
where China and the other large emerging economies 
play a pivotal role in creating the conditions for the 
crisis to occur. The argument runs as follows (Wade 
2009). Massive global imbalances were created over 
the 1990s and 2000s by the interaction of US-type 
capitalism, dependent on import surpluses, and other 
types of capitalism espoused by China, Germany, 
or Japan, dependent on export surpluses. Govern- 
ments—especially the Chinese authorities—sought 
to build up large reserves in order to stave off a run 


The Political Economy of Development 


on the currency; houscholds saved a large proportion 
of their (rising) incomes in case of adversity, in the 
absence of social services and welfare safety nets pro- 
vided by the state. The result was a tendency to limit 
domestic consumption and to increase exports as the 
basis of the growth model, underpinned generally by 
an undervalued exchange rate (again most obviously 
in China). For the global economy, the result was that 
other economies were forced to run deficits, such that 
“world capitalist growth came to depend on insatia- 
ble US, UK and other deficit-country demand’ (Wade 
2009a: 10). This demand was financed by capital flows 
from the surplus countries at low interest rates, con- 
nected to increasing indebtedness, and these flows en- 
couraged the proliferation of risky credit instruments. 
The rest of the story is well known. 

‘This argument thus connects the debate about 
China and the rising powers to the debate about the 
causes and consequences of the Global Financial Cri- 
sis. Clearly, both perspectives on the crisis can be put to 
political purposes: the line of argument that this is an 
Anglo-American crisis with global repercussions is po- 
litically useful as further ammunition in the reaction 
against neo-liberalism as a global development model; 
the ‘global imbalances’ line of argument serves valu- 
able political purposes for those, particularly in the US 
and Europe, who have long sought to force the hand 
of the Chinese authorities on currency manipulation 
and other policy positions. But each perspective also 
generates particular views on the most appropriate 
directions for the global economy. One focuses on 
the need for tighter regulation and tempering the ex- 
cesses of the financial sector; the other focuses on a 
much broader and deeper set of global reforms and 
changes to national growth and development strate- 
gies, particularly in China and the other rising pow- 
ers, amounting to a process of ‘global rebalancing’. As 
other chapters in this book have discussed, it is still far 
from clear which of these—or, better said, which com- 
bination of these—will come to prevail. 

In the midst of this delicate transition, the position 
of China as the new global economic powerhouse has 
been thrown into doubt by ongoing volatility in the 
Chinese economy. This volatility culminated in the sec- 
ond half of 2015 ina significant market crash following 
a further devaluation of the yuan in August of that year. 
More than USSS trillion was estimated to have been 
wiped off global stock prices within two weeks of that 
event, and data indicated a sharp contraction of indus- 
tial activity in China. The turbulence hada significant 


379 


380 


Nicola Phillips 


impact on currencies in emerging markets, and the 
contraction of demand in China augured particular 
difficulties for national economies dependent on com- 
modity and industrial exports to China, compounded 
by declining oil and commodity prices. Questions 
concerning the sustainability of China’s high-growth 
model once more came to the fore, and some saw ‘a 
definitive end to the period of rip-roaring emenging- 
market growth’ in general (The Economist 2015). Such 
an argument was reinforced by grave ongoing difficul- 
ties in the Brazilian economy, which by late 2015 was 
mired in its worst recession since the 1930s, with GDP 
falling by a record 4.5 per cent in the third quarter, its 
debt being downgraded to ‘junk’ status by one credit- 
rating agency, the budget deficit reaching 9.5 per cent 
of GDP, and unemployment growing to 7.9 per cent 
(Financial Times 2015). Other large economies, includ- 
ing Russia, were also experiencing economic recession 
around the same time. 

This volatility in emerging markets was not necessar- 
ily caused by the Global Financial Crisis of the late 2000s, 
and we should not confuse the two. Nevertheless, it is 
clearly highly important for our discussion of the political 
economy of global development, illustrating that global 
development prospects are now at least as strongly con- 
ditioned—if not more strongly conditioned—by China 
as by the United States and Europe. While we should 
not overstate the case, dependence across the develop- 
ing world on demand in the Chinese economy isbecom- 
ing increasingly pronounced, and the fall-out from both 
the global crisis and the emenging-market crisisis signifi- 
cant for our assessment of the changing form that global 
interconnectedness now takes. 

Let us move beyond this focus on national econo- 
mies to consider the developmental implications of 
this period of crisis from a different, ‘human’ perspec- 
tive. As the financial crisis unfolded from 2007 on- 
wards, it became clear that workers around the world 
who participate in production linked to global produc- 
tion networks and export markets were the most af- 
fected by the crisis, especially as TNCs seek to reduce 
costs in order to deal with slowing demand in some ex- 
port markets. Wage employment in non-agricultural 
activity declined sharply over the first couple of years 
of the crisis, with the sharpest falls in manufacturing 
employment. However, even when manufacturing 
output rebounded during 2009, employment contin- 
ued to decline, suggesting a sharply increased inci- 
dence of selfemployment (including home work) in 
production within global value chains (Ghosh 2010). 


‘The poorest and most vulnerable workers were the 
‘ones most affected by these trends, including infor- 
mal workers who do not enjoy labour protections 
and work without contracts, migrant workers, and 
women. The burden also fell largely on the urban poor 
rather than the rural poor for this reason. 

‘The human developmental implications of the 
ctisis were also transmitted through its connections 
with global markets for food and fuel. The significant 
volatility in food and fuel prices through the 2000s are 
recognized to have been caused largely by the involve- 
‘ment of financial players in those markets, not by ‘real! 
economic forces (Ghosh 2010). The retraction of regu- 
lation in global commodity markets permitted an ac- 
celeration of speculation, fuelled by an appetite for risk. 
At the same time, the effects of the global economic 
ctisis constrained the ability of developing countries to 
import more food or to tailor public spending to dis- 
tributive ends (Ghosh 2010: 213). Thus, at the height of 
the crisis, the Inter-American Development Bank was 
predicting that, in Latin America and the Caribbean, 
the impact of high food prices was likely to put 26 mil- 
lion people at severe risk of falling into conditions of 
extreme poverty. Chronic poverty would also be deep- 
ened substantially, particularly in food-importing coun- 
tries like Haiti, Peru, and Nicaragua (IDB 2008). 

A third, highly important mechanism by which the 
human developmental impact of the crisis was transmit- 
ted relates to global migration, the sheer scale of which, 
inall regions of the world, implies a rapid magnification 
and wide dispersal of the effects of economic crisis. First, 
the fact that the recession began in industrialized coun- 
tries and spread outward meant that, as the crisis un- 
folded, migrants no longer had the ability to move from 
lagging parts of the world economy to booming parts 
(Martin 2009). Furthermore, much of the recession was 
concentrated in sectors that are sensitive to both eco- 
nomic cycles and trade, and traditionally dominated by 
high numbers of migrant workers. These include con- 
struction and manufacturing in economies like those of 
Spain or the UK and China or Bangladesh. Unemploy- 
ment in the US construction sector, for example—in 
which two thirds of workers are foreign born—rose 
from 7.5 million to 13.2 million between the autumn of 
2007 and the spring of 2009 (Martin 2009: 676). As the 
‘most economically motivated migrants, unauthorized 
workers were particularly affected by these patterns. 
“The other sectors in which job losses were concen- 
trated were financial and travel-related services, which 
tended to affect different groups of migrant workers. 


As Philip Martin (2009: 674) observes, ‘this means that 
migrants laid off in boom areas such as Dubai and Sin- 
gapore include both financial specialists and construc- 
tion laborers’. Similarly, the contraction of employment 
opportunities in construction and manufacturing in 
the principal urban areas of China had serious conse- 
quences for the millions of internal migrant workers 
Estimates indicate that somewhere between 10 and 20 
million Chinese workers returned to rural areas from 
the coastal industrial centres as a result of the decline 
in manufacturing activity during the crisis (Skeldon 
2010: 10). The employment situation was exacerbated 
during the crisis by the hardening of political and public 
attitudes to migration and foreign workers that often 
occurs in the context of economic hardship, leading to 
attempts on the parts of governments in countries such 
as Malaysia, Singapore anda number of European states 
to seek to restrict migration flows, expel foreign work- 
ers, and/or constrain the employment opportunities 
available to migrant workers (Phillips 201 1b). 
Remittances—the monies that migrant workers send 
to families in their home countries—were the other 
mechanism by which it was expected that the impact 
of the crisis would be felt, given the rapid growth of 
global flows of remittances since the 1990s (see Figure 
13.4), The employment effects described above would 
mean that migrants were less able to send remittances, 
with potentially catastrophic implications for both 
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households and for economies dependent on remit- 
tances (usually in combination with aid). In some of 
these economies, such as the Philippines or Haiti, remit- 
tances in the 2000s were equivalent to some 25 per cent 
of GDP, and far outstripped overseas development as- 
sistance or inflows of FDI. Yet many of the envisaged 
impacts did not emerge, as remittances to many parts 
of the world from overseas migrant workers did not de- 
cline as much as expected. In fact, remittances remained 
much more resilient throughout the financial crisis than 
private capital flows. Notwithstanding some regional 
variation, a modest decline of around 6 per cent was re- 
corded at the height of the crisis in 2009 (Mohapatra and 
Ratha 2010), and the ‘bottoming-out' process was rapid. 

Further slow-downs in the growth of global flows 
of remittances were caused in 2015, due to weak eco- 
nomic growth in Europe, the deterioration of the Rus- 
sian economy, and the depreciation of the euro and 
rouble (World Bank 2015b). Figures for 2015 were ex- 
pected to show the slowest growth rates since 2008/9 
during the Global Financial Crisis, with officially re- 
corded flows to developing countries only predicted 
to rise by 0.9 per cent over the previous year. Yet they 
were still expected to reach the arresting total of 
USS440 billion in 2015. Global remittances, includ- 
ing those to high income countries, were projected to 
reach US$586 billion. The World Bank's predictions 
indicated an acceleration by 4.1 per cent in 2016 in 
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Figure 13.4 Global migrant remittance inflows (worldwide totals, 1980-2014) 
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total global remittance flows, to reach an estimated $610 
billion, rising to $636 billion in 2017. Remittance flows to 
developing countries were expected to recover in 2016 to 
reach $459 billion, rising to $479 billion in 2017 (World 
Bank 20158). Notwithstanding the impact of crisis, 
therefore, remittances remain one of the most impor- 
tant forms of development financing across the world. 

Yet, clearly, the economic crisis of this period has 
highlighted that development, and the problems of 
development, are not confined to somewhere we 
would once have called the “Third World’ and now 
might awkwardly call the “developing world’. Some 
of the gravest impacts of the crises and government 
responses to them were also felt among people in the 
low-income brackets of societies in countries where 
the crises have been concentrated, such as the United 
Kingdom, United States, Greece, or Spain. Significant 
increases in the numbers living in poverty in these 
places, hardships for migrant workers, increasing lev- 
els of unemployment, and soaring levels of demand 
on public social services all issue a critical reminder 
to us that development—and the study of develop- 
ment—is not only about ‘poor countries’. Rather, 
development is a process in which all countries and 
groups of people are engaged, and the relationship 
between globalization and development needs to be 
explored and understood in this light (Payne and Phil- 
lips 2010). 


Interpreting the relationship 
between globalization and 
development 


What then, in wider theoretical terms, can we say 
about the relationship between globalization and 
development? The clear picture that emerges, as 
we indicated at the start of the chapter, is that the 
world’s development problems remain huge, and in 
many contexts growing. Despite the remarkable ac- 
complishments of the ‘Age of Development’, in the 
contemporary era of globalization a very large pro- 
portion of the world’s population continues to live 
in conditions of poverty and deprivation, inequalities 
between countries, societies, and people continue to 
increase, and the global development agenda has not 
put in place the conditions in which development has 
been able to flourish. On this much it seems that most 
people would be able to agree, at least in the broadest 


terms. Yet participants in the debate about the impact 
of globalization on development are still able to oc- 
cupy very distant corners and fight them, as it were, 
with vigour. 

Advocates of what Robert Wade calls the ‘globali- 
zation works’ story have a range of different argu- 
ments in their arsenal: 


1. Itisnot globalization, nor the development 
orthodoxy constructed around it, that have failed. 
Rather, the issue is the failure of governments to 
introduce the right kinds of policies, in the right 
kinds of ways, and to the right extent. Institutions 
in many developing countries also remain too 
weak, corruption remains too prevalent, and 
political conflict too pronounced. What is needed 
is therefore more reform—more neo-liberalism— 
not less. 


2. The failures of development are due to too little 
engagement with globalization. Poor people are 
those who remain ‘excluded’ from globalization 
and have not (yet) been able to harness the 
potential of globalization processes. 


. Financial crisis is not explained by excessive 
levels of ‘openness’ or ‘vulnerability —many 
of the developing economies that were affected 
by financial crisis over the last 20 years were not 
the most open. Equally, most of those affected 
were the ones that had adopted only a lukewarm 
approach to neo-liberal reform. 


Advocates of the contrary perspective—that globali- 
zation has worked against development—would ap- 
peal to different arguments: 


1. The problem is with the policy orthodoxy itself, 
which works against the goals of growth and 
human development, carries often devastating 
social consequences, heightens the vulnerability 
of developing countries to volatility in global 
markets, and has yielded a generalized picture of 
economic and political instability. The picture of 
global development during the 1945-80 period 
was not all rosy, butit was in many respects 
substantially more positive than in the period from 
the early 1980s onwards. 

2. The development policy orthodoxy has taken 
little or no account of the nature of the global 
political economy, particularly the persistent 
barriers to trade and the workings of global 
financial markets. Itis the characteristics of 


globalized market activity that impose obstacles 
to development. More generally, failures of 
development, persistent forms of poverty and 
growing levels of inequality are both generated 
and reinforced by globalization. 
3, The recurrent financial crises are crises of 
globalization and generated by the behaviour 
of financial markets and the policies of the 
international financial institutions. 
At the heart of the debate is thus a conflict between 
different interpretations of the dynamics which have 
produced such an obscene development gap between 
and within countries, and between different parts 
of the world’s population. It is useful to think about 
this in the following terms. The orthodox view sees 
poverty and other signs of what we might call ‘mal- 
development’ as ‘residual’ phenomena—that is, they 
are residues of a pre-globalization era, bound to be 
eradicated as the benign forces of globalization spread 
and reach the world’s poor more effectively (Kaplin- 
sky 2005; 50-1). Branko Milanovic (2003: 667) offers a 
pithy summary of this view: 


G6 ics only a slight caricaturization .. to state that its 
proponents regard globalization as a deus ex machina 
for many of the problems, such as poverty, illiteracy or 
inequality that beset the developing world. The only thing 
thata country needs to do is to open up its borders, reduce 
tariff rates, attract foreign capital, and in a few generations 
if not less, the poor will become rich, the illiterate will 
learn how to read and write, and inequality will vanish as 
the poor countries catch up with the rich. 99 


‘The thrust of the alternative argumentsis that the var- 
ious dimensions of mal-development are instead ‘rela- 
tional’ phenomena (Bernstein 1990; Kaplinsky 2005: 
51), which arise from and are reinforced by globali- 
zation processes. The task is therefore to understand 
how exactly this relationship works. We have noted 
many of the relevant issues in this chapter, relating 
to the workings of global financial markets, fluctua- 
tions in the terms of trade and the persistence of trade 
rules which disadvantage certain kinds of producers 
and exporters, the politics of the global development 
agenda, the dynamics of global inequality, and so on. 

‘Whaat this line of reasoning suggests is that the 
workings of globalization unquestionably present 
challenges for development. But it is surely too sim- 
plisticto state baldly that ‘globalization is intrinsically 
‘bad’ or good’ for development. Ithas emerged clearly 
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here that we need to focus on the particular form that 
globalization takes, and that this is to an important ex- 
tent politically and ideologically determined. The neo- 
liberal development orthodoxy has shaped heavily the 
terms on which developing economies and lange parts 
of the world’s societies participate in the global econ- 
‘omy. The global development agenda has been based 
on a set of political arrangements which govern how 
financial markets work, which trade rules prevail, how 
global value chains are organized, what the lending ac- 
tivities of the IFIs look like, how debt is managed, and 
so on. The structural dynamics of global capitalism 
thus combine with particular political and ideologi- 
cal currents, and more specifically particular ways of 
thinking about development, to shape the evolution 
of the material and social conditions in which people 
live. It is thus possible to mount a strong argument 
for the importance of understanding the ‘relational’ 
dynamics of globalization and development. 


KEY POINTS 


* Opinion is divided on the relationship between 
globalization and development. 

‘Some argue that the persistence of poverty, the 
widening of inequalities. and other manifestations of 
‘mal-development! are due to too litle engagement 
with globalization and a failure effectively to implement 
neo-liberal reform. This perspective sees the signs of 
mal-development as ‘residual’ phenomena, which will be 
eradicated as the reach of globalization is extended and its 
benefits are harnessed. 

‘+ Others argue that the problem is globalization itseif and 
the policy orthodoxy that has accompanied tin the 
contemporary period. They see the problems of mal- 
development as ‘relational’ phenomena, which arise from 
and are reinforced by globalization processes and the 
workings of the global economy. 











Conclusion: a new era of global 
development? 


We conclude this chapter on a note of speculation. 
First, what will have been the long-term developmen- 
tal consequences of the global economic crisis of the 
late 2000s? And second, what does the growth—and 
latterly instability—of China, east Asia and the ris- 
ing powers imply for the future of global develop- 
ment? Put together, have these two sets of conditions 
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brought about a waning of the global development 
agenda that has prevailed to this point? Do they chal- 
lenge the kinds of development thinking that have 
underpinned it? Are we moving into a new era of 
development? 

‘A few years ago, we might have said that the twin 
economic crises were likely to weaken the neo-liberal 
orthodoxy—already beleaguered in many regions of 
the world—to the extent that the credibility of the 
global development agenda attached to it was fatally 
undermined. Much has been made of the apparent 
challenge from China's strategies across the developing 
world to the foothold of neo-liberalism and the global 
development agenda in this context, offering other 
countries and societies an alternative to the institutions 
and precepts of Western development policy. The 
gradual emergence of China as a significant actor in 
the principal institutions of global governance has also 
prompted discussions about the potential challenge to 
the global development agenda as articulated over the 
course of the contemporary period (Gu et al. 2008). 

Yet, at the time of writing, this assessment seems 
premature, or at least unsafe. As observers of the 
fall-out from the crises, we can find ample signs that 
“business as usual’ has resumed in the centres of An- 
glo-American capitalism, particularly in political fail- 
ures to deal decisively with some of the causes of the 
crises rooted in regulatory failures. Despite its huge 
social costs, austerity won the day across Europe and 
elsewhere. By the end of 2015, debate about China 





and the rising powers featured a core concern not 
with a spectacular development story but with eco- 
nomic instability and, in some cases, recession verg- 
ing on economic disaster. Few alternative models 
seemed robust, leaving ample space for a reassertion 
of the achievements of the MDGs and the global 
development agenda. However, unquestionably the 
world has changed dramatically. We can surely find 
signs that more space for alternative kinds of develop- 
ment thinking is becoming evident in the post-crisis 
period, and, despite the downturn in mid 2015, the 
implications of China’s rise for the global economy 
and global development cannot be understated. Hav- 
ing overtaken the United States for the first time as the 
world’s largest economy in 2014, itis highly significant 
that the yuan assumes the status of an international 
reserve currency from 2016 onwards. 

Yet, in the midst of a tumultuous period, our chal- 
lenges in many ways remain unchanged from those 
which have always faced students and practitioners of 
development. They are to think carefully and clearly 
about what we mean by development, to develop theo- 
retical perspectives which will enable us to understand 
for the contemporary political economy of develop- 
‘ment, and to work towards local and global strategies 
which will, at last, put in place the conditions which 
will produce something very different from the situ- 
ation that Frank observed back in the 1960s, and still 
prevails today: “development for the few and underde- 
velopment for the many’. 


|. What are the key differences between the main development theories that have emerged in the post-Second 
‘World War perio? 

2. Why were both modernization theory and underdevelopment theories largely discredited by the early 1980? 

3. How important were the contributions of human development theories to our understandings of what develop- 
ment means? 

4. How-did neo-liberal and neo-statist theories of development try to explain the trajectory of divergence between 
developing regions and countries from the 1960s onwards? 

5. What was the Washington Consensus and by what means di it become implanted across the developing world in 
the 1980s and 1990s? 

6 Towhat extent can the development record of the contemporary period be taken as evidence that the neo-liberal 
development agenda failed? 

7. _ Explain how both neo-iberals and neo-statists were able to stake a daim to explaining and understanding the ‘East 
Asian miracle. 
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8. How has the global economic onsis affected development across the world? 
9. lsitmore convincing explain the problems of contemporary developments residual or ‘relational phenomenal 


10. Do you think thatthe economic crises ofthe late 2000s and the rise of China and the ‘Eas’ have changed the way 
‘we need to think about the political economy of development? 
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Reader's guide 

The growth of the world economy is transforming the earth’s environment. Nothing is particu- 
larly controversial about this statement. Yet, sharp disagreements arise over the nature of this 
transformation. Is the globalization of capitalism a force of progress and environmental solutions? 
Or is it a cause of our current global environmental crisis? This chapter explores these questions 
by examining the debates around some of the most contentious issues at the core of economic 
globalization and the environment: economic growth, production, and consumption; trade; and 
transnational investment. It begins with a glance at the general arguments about how the global 
political economy affects the global environment. Then, to set the stage for an analysis of more 
specific arguments about the global political economy of the environment, it sketches the history of 
global environmentalism—in particular, the emergence of international environmental institutions 
(including regimes) with the norm of sustainable development. The last section builds on these 
arguments to assess the effectiveness of North-South environmental financing and international 
environmental regimes. 


less and less polluted’. Lomborg (2009) further adds 
that investing in more real and present global prob- 
lems, such as curable diseases and malnutrition, will 
produce far better immediate and long-term results 
for both people and the global environment. 

Simon, Easterbrook, and Lomborg are at the ex- 
treme of the optimistic end of the spectrum of opin- 
ion. Most supporters of the current trajectory of the 
global political economy—those in governments such 
as the United States and the United Kingdom, and in 
international institutions such as the World Bank and 
the World Trade Organization (WTO)}—emphasize 
the need for a practical view that looks towards future 
generations, These supporters argue that some degree 
of ecological change and loss is inevitable, but the 
consistent trend as the world economy liberalizes and 
globalizes is towards a future that looks like Britain, 
France, and the United States, not one that looks like 
Burundi, Liberia, and Haiti. History demonstrates the 
great strides of humanity. Just a hundred years ago, cit- 
ies such as London and New York were filthy and un- 
healthy. Today, health conditions in virtually every city 
in the North are vastly improved. One of the great- 
est feats has been the increase in food production. In 
the middle of the twentieth century, close to half of 
the people in the global South were malnourished or 
starving, By 1970, it was less than a third; by 2015, it 
was less than a seventh (Lomborg 2001: 61; FAO 2008, 
2009, 2012a, 2015). 

Just over two hundred years ago, Thomas Malthus 
(1798) predicted that exponential population growth 
would, following the laws of basic maths, inevitably 
surpass arithmetical food production: and mass starva- 
tion would thus ensue. Since then, many scholars, now 
commonly called Malthusians or neo-Malthusians, 
have continued to tout the same logic. Yet, optimists 
stress, Malthus was flat-out wrong, primarily because 
he discounted the ability of human ingenuity to in- 
crease agricultural yields. The Green Revolution of 
the 1960s saw scientists and farmers work together to 
produce fast-growing, pest-resistant, high-yield crops 
able to grow just about anywhere (with the help of 
irrigation, fertilizers, and pesticides). There is, as a re- 
sult, plenty of food today. Anditis far cheaper—global 
food prices have fallen by two-thirds in real terms since 
the 1950s. People starve at present because of ineffi- 
cient distribution and incompetent governments, 
not because of insufficient global food supplies. For 
optimists, perhaps the most revealing statistic of all is 
global life expectancy at birth: in 1900, it was a mere 30 
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years; in 1950, 46 years; today, it is over 70 years (Lom- 
borg 2001: 50-1, 61; World Bank 2002; WHO 2008b: 
44; hutp://data.worldbank.org). Granted, such pro- 
gress has demanded changes, including some global 
environmental changes. But, optimists stress, science 
and human ingenuity have time and again shown the 
capacity to respond with even more progress. 

‘The view that globalization is a basically positive 
ecological force dominates global economic and en- 
vironmental negotiations, and institutional decision- 
making. The debate here ranges over how best to 
channel globalization so as to minimize environmen- 
tal damage and maximize socioeconomic progress 
(which, in the long run, must occur for effective global 
environmental management). Some argue for few, if 
any, restraints. Others see a need to guide economic 
globalization with national environmental agencies, 
and strong global norms and institutions, There are, 
however, many scholars and activists who challenge 
the core assumptions behind these views—that is, 
they see the globalization of capitalism as a core cause 
of the current ecological crisis. 


Towards ecological collapse 


Environmental critics of the globalization of capital- 
ism worry that it is luring humanity towards a global 
fate not unlike that of Easter Island of three-hundred 
years ago, where ecological decay drove a once thriv- 
ing people to violence and cannibalism in just a few 
centuries (Rees 2002: 249; Diamond 2005). Particu- 
larly worrying for these critics is that so-called pro- 
gress and scientific reason has created, in the words of 
Paul Ehrlich’s (1968) infamous book title, ‘a popula- 
tion bomb’, an explosion from fewer than 300 million 
people at the time of Christ to more than 7.4 billion 
today (see Figure 14.1). The globalization of capital- 
ism, critics contend, is compounding the ecological 
impact of more than 200,000 people being added to 
the planet every day, It reinforces the neoclassical eco- 
nomic assumption that indefinite economic growth is 
both possible and desirable. Proponents assume, too, 
that it is possible and logical for the South to follow 
the development path of the North and continue to 
industrialize and intensify agricultural production. 
The globe can barely sustain its current population. 
How, critics ask, can it sustain another 2.5-3 billion in 
2050? How can Africa sustain an additional 1 billion 
people 50 years from now, more than double its cur- 
rent population? 
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OG The deep fale line that divides human society between 
the rich and the poor and the ever-increasing gap between 
the developed and developing worlds pase a major threat 
to global prosperity, security and stability. 99) 


Point 14 states: 


66 Globalization has added a new dimension to [global 
environmental problems]. The rapid integration of 
markets, the increasing mobility of capital and significant 
upsurge in investment flows around the world have 
opened new challenges and opportunities for the pursuit 
of sustainable development. But the benefits and costs 
of globalization are unevenly distributed, with developing 
countries facing special difficulties in meeting this 
challenge. 99) 


Was the Johannesburg Summit a success? The an- 
swer, naturally, depends on your definition of suc- 
cess, No doubr, like Stockholm and Rio, it helped to 
focus the attention of world leaders on global envi- 
ronmental change. The preparation and outcomes 
also cemented sustainable development as the core 
organizing concept for global and national environ- 
mental institutions, laying a strong foundation for 
future international environmental negotiations (for 
example, on climate change in Copenhagen in 2009, 
‘Cancun in 2010, Durban in 2011, Doha in 2012, War- 
saw in 2013, Lima in 2014, and Paris in 2015). Some 
see the outcomes as being constructive and more 
realistic than the outcomes of Rio. Others, though, 
see the conference as a symbol of the global failure 
to tackle sincerely global environmental problems. 
‘They see the targets and timetables as weak, and the 
Johannesburg Declaration as little more than a restate- 
ment of the past, doing little to promote global sus- 
tainability (Burg 2003: 116-18). These critics also see 
the official statements on globalization as being little 
more than bland and evasive whitewash. The Johan- 
nesburg Summit added yet another layer to global 
environmentalism, but as with Stockholm and Rio, in 
no way did it stem the tide of ecological decay. Paul 
‘Wapner (2003: 7), in his assessment of the Johannes- 
burg Summit outcomes, predicted this: “The strains 
on the earth’s sources, sinks and sites have intensified 
dramatically since Rio and show no sign of decreasing 
in the near future’. For critics, the Rio + 20 United Na- 
tions Conference on Sustainable Development, held 
in Rio de Janeiro in June 2012, was one of the most 
concerning international environmental gatherings to 
date, doing little more than green-stamping ‘business 
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as usual’ and further validating the deep worries of 
Wapner and many others. In short, critics worry that 
environmentalism, piloted by the state-led principle 
of sustainable development, is too weak to manage 
global environmental change. It does not, in particu- 
lar, have the depth or content to restrain the ecological 
impacts of the globalization of production, consump- 
tion, trade, and corporations—the focus of the next 
section of this chapter. 


KEY POINTS: 


‘+ Environmental change began to accelerate some 250 
years ago, after the Industrial Revolution intensified 
production and colonizers reached into distant lands. 

+ By the late 1960s, governments had begun to recognize 
the need to cooperate to address global environmental 
problems. The result was the 1972 United Nations 
‘Conference on the Human Environment. 


= A global compromise gradually emerged in the 1970s and 
1980s around the concept of sustainable development, as 
defined by the Brundtland Commission in 1987, 

‘The Rio Summit in 1992 set an ambitious agenda for 
_global sustainable development. Progress, however: Was 
slow and uneven over the following decade, Ten years 
later, the Johannesburg Summit endeavoured to facilitate 
the implementation of the Rio goals. Twenty years later 
negotiators once again met in Rio de Janiero to evaluate 
and try to energize sustainable development. 

+ The net result has left thick layers of state-led global 
environmentalism (treaties, norms, and institutions) with 
‘the Brundtland Commission's concept of sustainable 
development at the core. Supporters see this as evidence 
of the global communitys capacity to handle global 
‘esvironmental change, while critics see it as camouflage 
for ‘business as usual: 











Economic growth, trade, and 
corporations 


‘Whaat is the ecological impact of economic growth, 
trade, and corporations under globalization? Some 
see the net impact as being positive for the health of 
the planet. It pulls destitute people—who are prone 
to degrade surrounding environments to survive— 
‘out of poverty. And it raises national per capita in- 
comes, which generate the funds, technologies, and 
political will to implement sustainable development. 
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In the short run, such growth produces more food 
and better medical care, which in turn lengthens life 
expectancy and allows the global population to rise. 
Undeniably, this creates global ecological pressures. 
But, contend advocates of economic growth, this is 
a temporary problem. The global population will 
stabilize at around 11 billion, probably by the end of 
the twenty-first century, in part because globalization 
is raising the standards of living and education levels 
of women in the South, a development associated his- 
torically with smaller family size. 

Others see economic growth and corporate glo- 
balization as core causes of the global environmental 
crisis. These forces are distributing environmental ef- 
fects unequally, where the rich get richer and the poor 
remain confined in ever-worsening environments. It 
is also driving up per capita consumption in the South 
(without improving well-being) and over-consump- 
tion in the North. Already, the number of human be- 
ings is well beyond the earth’s carrying capacity. The 
global population may well stabilize by the end of the 
century, but that is still another 3 to 4 billion people to 
feed, clothe, and shelter. How many earths, these crit- 
ics wonder, are we planning to live on? 

Which side is correct? To begin to address this ques- 
tion, the next section outlines the environmental argu- 
ments for more economic growth, more free trade, 
and more foreign investment. 


‘Trading for growth and a better 
environment 





A world free of poverty, say economists at institutions 
such as the World Bank, is critical for the long-term 
health of the planet. The struggle of the poor to sur- 
vive is a primary cause of problems such as deforesta- 
tion, desertification, and unsanitary water. The poor 
forage for wood to cook with and to heat homes. 
‘They exhaust nearby natural resources, such as fresh 
water, seafood, and wildlife. They cultivate unsuitable 
land to grow food and earn income. And they despoil 
local waterways with rubbish and sewage. Stating 
these facts, advocates of economic growth argue, is 
not an attempt to assign blame. Rather, the point is 
far simpler: poor people have little choice if they wish 
to survive. 

The poor and uneducated, too, tend to have more 
children than the rich, which creates a spiral of pov- 
erty and ecological collapse as ever more people for- 
age for food, water, and shelter on increasingly fragile 


lands. This spiral occurs for many reasons besides 
weak economic growth. Other factors include inse- 
cure property rights, the failure of family planning, 
inadequate government services and regulations, 
trade distortions, and insufficient investment and de- 
velopment assistance, The downward spiral acceler- 
ates during times of slow growth—that is, during an 
economic recession or depression—since firms are 
less willing to invest in cleaner technologies, and states 
are less willing and less able to enforce environmental 
laws. A quick glance at environmental management 
in Asia during the 1997-9 financial crisis confirms this 
(Dauvergne 1999). 

Admittedly, advocates note, economic growth can 
worsen environmental conditions in the short run. 
Air and water quality, for example, can deteriorate in 
the early stages of industrial production. Yet, in the 
long run, once a society harnesses sufficient per capita 
wealth, environmental standards will invariably rise. 
Advocates of economic growth commonly illustrate 
this with the Environmental Kuznets Curve (see 
Figure 14.2). This curve demonstrates that pollution 
(such as smog and lead) will rise along with economic 
growth during the early stages of industrial develop- 
‘ment. This occurs because governments focus on in- 
creasing industrial growth and national income rather 
than on pollution controls. Yet, this is a temporary 
phenomenon. Once per capita income reaches high 
enough levels (in the past, often between $5,000 and 
$8,000), pollution begins to fall (Grossman and Krue- 
ger 1995; for an overview, see Dinda 2004). This occurs 
partly because citizens demand better living environ- 
‘ments, and partly because firms and governments now 
have the financial and institutional capacity to respond 
effectively. It arises partly, too, because strong econo- 
mies naturally tend to move away from heavy indus- 
try, and towards service and information industries. 
‘The Environmental Kuznets Curve usually draws on 
data for industrial pollution rather than depletion of 
natural resources. At least one study, however, has 
found a correlation between lower deforestation and 
higher national income in Asia, Latin America, and Af- 
rica (Bhattarai and Hammig 2001). 

Japan's environmental history fits the Environmen- 
tal Kuznets Curve well. After the Second World War, 
industrial production and economic growth in Japan 
soared, and by the 1960s Japan was suffering from 
acute pollution, ‘not unlike many of the heavily pol- 
luted areas of India, China, and Southeast Asia today" 
(Schreurs 2002: 36). Citizen protests over the health 
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Figure 14.2 Environmental Kuznets Curve 














consequences of pollution escalated in the 1960s and 
1970s. In response, the Japanese government brought 
in strict environmental regulations, and Japanese 
business developed new environmental technologies 
(McKean 1981; Broadbent 1998; Imura and Schreurs 
2005). The result was a dramatic improvement in the 
domestic environment. 

Environmental advocates of economic growth do 
not generally propose that states with low per capita 
incomes should blindly pursue economic growth. For 
most, the Environmental Kuznets Curve suggests two 
critical lessons: first, that, in the long run, economic 
growth will improve environmental institutions and 
governance; and second, that, following the logic of 
the Environmental Kuznets Curve, itis feasible to use 
measures such as ecological markets, technological 
advances, sound policies, and global institutions to 
help countries with low per capita incomes to ‘tunnel’ 
through the middle of the curve, attaining high per 
capita incomes with less environmental damage. 

‘The globalization of free trade—following the prin- 
ciples of absolute and comparative advantage—will 
also help these weak economies to tunnel through the 
Environmental Kuznets Curve. Free trade fosters ef- 
ficient worldwide production as well as the transfer 
of environmental technologies and higher environ- 
mental standards from the North to the South (WTO 
1999; Neumayer 2001; Lomborg 2009). It also creates 
incentives and price signals to ensure more efficient 
consumption of natural resources, supplying substi- 
tutes and more effective production technologies as 





scarcity rises (thus, enhancing overall resource avail- 
ability), This means that humanity is able to produce 
more goods with fewer resources, which stimulates 
global economic growth and raises national per capita 
incomes. The extra income from efficient production 
is necessary, too, for sustainable development. More 
income means that more can be spent to preserve 
the environment as well as to enforce environmen- 
tal regulations. Former World Trade Organization 
director-general, Mike Moore, succinctly explains the 
logic: ‘Every WTO Member Government supports 
open trade because it leads to higher living standards 
for working families which in turn leads to a cleaner 
environment’ (WTO 1999). 

‘Trade liberalization, too, produces significant envi- 
ronmental rewards. Trade barriers distort price signals 
for natural resources. Prices therefore do not reflect 
real scarcities, availability, or pollution costs, which 
in turn creates waste and overconsumption. Liber- 
alization also fosters cleaner production processes, as 
firms that produce goods behind trade barriers face 
less competition and have fewer incentives to upgrade 
facilities or use resources efficiently. States with more 
liberal trade policies are also, advocates argue, more 
likely to meet global environmental standards. ‘Lib- 
eralized trade’, the World Bank (1992b: 67) explains, 
“fosters greater efficiency and higher productivity and 
may actually reduce pollution by encouraging the 
growth of less-polluting industries and the adoption 
and diffusion of cleaner technologies’. Trade liber- 
alization can further pressure producers with low 
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environmental standards to raise these standards to 
gain access to markets with higher standards. This 
“trading up’ of environmental standards, David Vogel 
(1995) argues, occurred, for example, when Califor- 
nia’s strict auto emission standards pushed up stand- 
ards across the United States as well as in Japan and 
Germany. Germany's willingness to support tougher 
European Union standards in part reflected its experi- 
ence in the US market. 

Restricting trade for environmental reasons, advo- 
cates of open trade argue, is on occasion necessary— 
such as to protect endangered species or to control the 
dumping of hazardous waste and dangerous chemi- 
cals. Yet, far more often, restricting trade on environ- 
mental grounds is illogical and counterproductive. 
Sound policies and incentives within an open trading 
structure lead to much better long-term environ- 
‘mental management. Green markets—where prices 
throughout a trade chain internalize environmental 
and social costs, and where consumers voluntarily pay 
higher prices for these products—are another effective 
means of promoting sustainable development. 

The globalization of corporations, argue support- 
ers, will further promote sustainable development. 
‘Transnational corporations (TNCs) transfer criti- 
cal technologies, expertise, and funds into the South. 
Without this investment, economies stagnate, slip 
backwards, and sustain environmental degradation—a 
quick glance at North Korea or conflict areas of sub-Sa- 
haran Africa confirms this, Transnational corporations 
that invest in the South also tend to employ higher en- 
vironmental standards than local laws require—what 
Ronie Garcia-Johnson (2000) calls exporting environ- 
mentalism. This occurs for a host of reasons: partly 
because of more sophisticated technologies and man- 
agement techniques; partly because of pressure from 
states, NGOs, shareholders, and consumers; partly 


because of internal codes of conduct and risk-manage- 
‘ment strategies; and partly because the resulting effi- 
ciencies can provide a competitive advantage. 

‘Theres also a trend amongall firms since the 1980s 
to ‘green’ operations voluntarily (Holliday et al. 2002; 
Esty and Winston 2009; Makower and Pike 2009; Dau- 
vergne and Lister 2013; Marcus 2015). For example, 
Responsible Care—an environmental and safety code 
for the chemical industry—was established in 1985. 
‘The International Chamber of Commerce created the 
Global Environmental Management Initiative (GEMI) 
in 1990 to implement its business charter for sustain- 
able development (Sklair 2001: 204). There wasa flood 
of voluntary industry codesafter the 1992 Rio Summit. 
The International Organization for Standardization 
(ISO) 14001 certifiable standards for environmental 
management have been adopted widely by business 
since the mid 1990s (see Box 14.3). Industry founded 
the World Business Council of Sustainable Develop- 
ment in 1995 to address ‘the challenges and oppor- 
tunities of sustainable development based on three 
fundamental and inseparable pillars: the generation of 
economic wealth, environmental improvement and 
social responsibility’ (Holme and Watts 2000: 5). The 
2002 Johannesburg Summit and the Rio + 20 Earth 
‘Summit in 2012 saw the business community stress 
the need for voluntary corporate leadership to pro- 
mote sustainable development. Corporations are now 
embracing the principle of corporate social responsi- 
bility. Former chairman and chief executive officer of 
AT&T, C. Michael Armstrong, explains the logic of 
the greening of the company: ‘AT&T understands the 
need for a global alliance of business, society and the 
environment. In the 21st century, the world won't tol- 
erate businesses that don’t take that partnership seri- 
ously, but it will eventually reward companies that do” 
(quoted in Holme and Watts 2000: 1). 





labeling, and most importantly the ISO 14001 Environmental 
Management System (EMS) Standard (launched in 1996 and 


revised most recently in 2015). The ISO 14001 standard allows 
{for certification from an external authority. By 2016, the SO 
‘had issued some 300,000 ISO 14001 certifications in 171 
‘countries Certification requires a community or organization 
‘to implement practices and procedures that together comprise 
system of environmental management tt also requires a policy 
to prevent pollition and continually improve environmental 
performance. 

‘Saurce1SO 2008 (wwrwlsa.org)- 





‘Most states and global institutions accept the need 
for more economic growth, more open trade, and 
more foreign investment. There are critics, however, 
many of whom see the relentless pursuit of growth, 
trade, and investment under globalization as a pri- 
mary cause of the global environmental crisis. 


‘Trading away the earth for unequal 
consumption 


Critics contend that the Environmental Kuznets Curve 
is misleading. They see the link between growth and 
lower long-term pollution as being simplistic. Itis pos- 
sible, critics argue, for economies to get stuck along 
the curve, never reaching a point where pollution 
declines (Arrow et al. 1998; Tisdell 2001: 187). The 
Curve does not account for the integrity of the eco- 
system as a whole, and it ignores irreplaceable losses 
(such as biodiversity and species loss). It discounts, 
too, the potential for cumulative ecological change to 
erupt into a sudden and uncontainable crisis. It does 
not address the possibility that, as the amount of one 
toxic substance declines, the amount of another may 
rise, The Curve, moreover, only works for a limited 
range of pollutants and resources. It fails, for exam- 
ple, for CO, emissions (the leading cause of global 
warming), which have been rising steadily alongside 
growth, Finally, a decline of a particular pollutant in 
one country may occur because industrial production 
shifts offshore. Japan’s domestic environment was able 
to improve, for example, partly because dirty indus- 
tries shifted into South-East and North-East Asia (Hall 
2002, 2009). 

Environmental critics of economic growth argue 
further that production patterns and unequal con- 
sumption—rather than poverty—are the driving 
forces of global environmental decay. The earth 
is already beyond its carrying capacity. The push 
for constant economic growth inherent in today’s 
global political economy, critics contend, means that 
industrialization, intensive agriculture, and unsus- 
tainable natural resource extraction will continue to 
rise. Gross domestic product (GDP) nearly tripled 
worldwide from 1970 to 2000 (in constant dollar 
terms). From 2001 to 2006, it then grew more than 
in any five-year period since the Second World War 
(World Bank 20076). The global financial downturn of 
2007-9 did slow economic growth. For critics, how- 
ever, the unprecedented stimulus packages and bail- 
‘outs of big banks and corporations merely confirm 
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the unswerving faith of policymakers in the need to 
keep the global economy growing. For them, the fi- 
nancial crisis is merely a symptom of an unsustainable 
and unjust global order. And government efforts to 
stimulate consumption and spending during and since 
this crisis have simply added to the destructive power 
of economic globalization. 

Globalization also ‘distances’ production from 
consumption, so end users do not ‘see’ the ecologi- 
cal effects of individual purchases or disposal (Princen 
1997, 2005, 2010; Clapp 2002; Dauvergne 2008). Prod- 
ucts like computers often become obsolete in a few 
years, partly because of their design. This, along with 
advertising, is contributing to ever higher levels of 
consumption in both the North and the South. Private 
consumption expenditures, for example, increased 
more than fourfold from 1960 to 2000, even though 
the world population only doubled during this period. 
Since 1950, meat consumption has increased more 
than fivefold, reaching over 295 million metric tons by 
2011: an amount some analysts predict will exceed 420 
million metric tons by 2050 (FAO 2012b: 8; Nierenberg, 
2009). These rises, moreover, have not solved the gross 
inequalities between consumption in the South and 
the North. In some African countries per capita con- 
sumption has declined since the 1980s. The wealthiest 
one-fifth of the global population accounts for over 
three-quarters of total private consumption expen- 
ditures. This not only translates into far more luxury 
goods, but also necessities such as food. At the start of 
the twenty-first century the richest 20 per cent of the 
world population, for example, was consuming 45 per 
cent of all meat and fish (UNEP 2002: 35, 37). Inequal- 
ity in consumption has only grown worse since then, 
with 1 per cent of the world population now holding 
50 per cent of global wealth (Shorrocks, Davies, and 
Lluberas, 2015). Much of today’s consumption, crit- 
ics argue, is wasteful and excessive—creating a world 
where obesity is the latest crisis of the middle classes 
and malnutrition the everlasting crisis of marginalized 
peoples of the South. 

Global free trade, critics contend, merely adds to the 
earth’s unsustainable ecological burden (Daly 1993, 
1996, 2002; Rees 2002, 2006; Kissinger and Rees 2010; 
De Young and Princen 2012). The prices of traded 
goods generally do not reflect the full environmental 
and social costs of production—the value, for exam- 
ple, of an old-growth tree asa source of biodiversity— 
leaving consumer prices far too low and consumption 
far too high for global sustainability. Environmental 
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critics further argue that trade and trade agreements 
put downward pressure on environmental standards. 
This occurs because governments, in a bid to become 
more competitive in global markets, sometimes lower, 
or fail to strengthen, environmental management. 
Some see this as creating a race to the bottom; while 
others see it as leaving countries ‘stuck at the bottom’ 
(Esty 1994; Porter 1999). For many, the only solution 
to the ecological drawbacks of trade is to impose strict 
controls over trade. 

Production under free trade may well become 
more ‘efficient’, critics add, but the steady increase in 
the production of goods overrides any environmental 
gains—creating, for example, a world heading towards 
abillion fuel-efficient cars rather than millions of fuel- 
inefficient cars. Global free trade, moreover, is in fact 
far from ‘free’. Nor is it equal or fair, as highly mobile 
capital exploits the so-called comparative advantages 
of weak economies. The ideology of free trade in real- 
ity translates into patterns of exchange that exploit the 
labour and environments of the South and protect the 
interests of the North (such as farmers). The South 
ends up exporting unsustainable quantities of natural 
resources and absorbing ecological damage so that the 
North can prosper. Production-for-export from the 
South tends to rely either on unsustainable quantities 
of natural resources, or on dirty and unsafe factories 
(and, of course, cheap labour). Logging, mining, and 
industrial waste sites, and textile and electronic facto- 
ries in Latin America, Africa, and the Asia-Pacific high- 
light the ecological damage of such production (Ross 
2001; Jackson and Banks 2003; Ali 2004; Tienhaara 
2006; Gallagher and Zarsky 2007; Pellow 2007; Smillie 
2014; Straumann 2014). Global trade, critics conclude, 
in effect allows the North to live beyond its carrying 
capacity, doing so by using up the carrying capacity 
of the South. 

Critics see the rising power of transnational corpo- 
rations as a fundamental cause of the escalating global 
ecological crisis. These corporations are viewed as 
engines of environmental exploitation, plundering 
the globe's limited resources for quick profits. In par- 
ticular, critics see pollution havens and double standards 
as real or potential threats to sustainability. A pollu- 
tion haven refers to governments using low envi- 
ronmental standards to induce firms to invest, thus 
creating a haven for polluters. It does not, as David 
Wheeler (2002: 1) points out, ‘necessarily refer to a 
region that is seriously polluted’. What really matters 
is ‘the willingness of the host government to “play 





the environment card” to promote growth’. A double 
standard refers to cases where a firm applies one set 
of standards at home and another set overseas (gener- 
ally lower standards in countries with weaker laws). 
Double standards are common and, most economists 
would agree, a normal outcome of the process of de- 
velopment. The case of the American TNC, Union 
Carbide, in Bhopal, India, the site of the worst indus- 
trial accident in history, is perhaps the best-known 
case of double standards (the US headquarters was 
responsible for the plant's design) (MacKenzie 2002; 
Jasanoff 2007), But there are countless others, too 
(Ofreneo 1993; Karliner 1997; Korten 2001; Frey 1998, 
2003). Over the years the American firms, General 
Electric, Ford, General Motors, and Westinghouse, 
for example, have all operated plants in Northern 
Mexico, in part to avoid California's much tougher 
regulations on toxic emissions. Critics blame these 
TNGS for polluting local rivers, soil, and water sup- 
plies near these plants. 

There is, then, little controversy as to whether dou- 
ble standards exist. The existence of pollution havens, 
however, is hotly debated. Critics of TNCs commonly 
assert that corporate globalization is producing pol- 
lution havens around the globe. The process of glo- 
balization spreads these, because corporations are 
increasingly willing to relocate for the smallest differ- 
ences in costs, Governments, meanwhile, are more 
likely to use lax regulations to entice investors. Most 
economists, however, argue that the reason for double 
standardsis not a result of host governments intention- 
ally and explicitly playing the environment card. There 
are, they claim, in fact few, if any, permanent pollu- 
tion havens anywhere in the world (Wheeler 2002). 
‘There are many reasons for this. For some industries, 
it is impractical or too risky to relocate for market or 
infrastructural reasons. The main reason, however, is 
that, for most industrial sectors, other costs, such as 
those for labour and technology, are far higher than 
environmental costs (Ferrantino 1997: 52). It therefore 
does not make financial sense for a firm to relocate on 
environmental grounds alone. 

A second and much larger strand of the environ- 
mental literature, which is critical of corporations, fo- 
cuses less on the differential environmental practices 
of firms across countries and more on practices ‘on 
the ground’. These critics have filled libraries docu- 
menting the destructive and illegal practices of log- 
gers, miners, oil companies, chemical companies, and 
agricultural companies (Clapp 2001; Dauvergne 2001; 


Gedicks 2001; Tacconi 2007; Clapp and Fuchs 2009; 
‘Nest 2011; Hall 2013; Smillie 2014; Richardson 2015; 
Clapp 2016). This research not only documents the ac- 
tivities of well-known transnational corporations, but 
also local and regional firms, such as Malaysian and 
Indonesian loggers in South-East Asia and the South 
Pacific. Besides academics, research institutes such as 
the World Resources Institute and countless numbers 
of NGOsalso research and publish such findings. This 
research leads popular writers such as Joshua Karliner 
(1997) to call the world a ‘Corporate Planet’, and 
David Korten (2001) to conclude that ‘Corporations 
Rule the World’, 


KEY POINTS 


‘Advocates argue that the wealth from the globalization of 

trade and TNCs creates: 

+ Poverty alleviation, better education, population controls, 
and a stronger capacity of states and global institutions to 
implement sustainable development. 

+ Technological innovation and less harmful forms of 
production (eg a shift from industry and agriculture to 
service and knowledge). 

‘+ Corporate investment that ‘exports environmentalism’ by 
transferring funds. new technologies, and higher standards 
to the South, 

+ Opportunities to use creative policies and incentives to 
tunnel through the Environmental Kuznets Curve, 

Critics see unequal and destructive economic growth, trade, 

and investment that: 

“+ Burden the South with unequal environmental costs and 
low environmental standards, 

‘+ Allow corporations to plunder the globe’ fragile 
ecosystems. 

+ Generate consumer prices that ignore environmental and 
social costs of production. 

‘+ Drive overconsumption in the North and unbalanced 
‘consumption in the South, putting total global 
consumption well beyond the earth’ carrying capacity 











A sustainable future? Financing and 
regimes 
There is, then, a great divide between environmen- 


talists who support and those who oppose economic 
globalization. Most agree, however, that moving 
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towards a sustainable global economy will no doubt 
require new consumption patterns, innovative mar- 
kets, technological advances, corporate ethics, and 
innovative forms of global governance. Reforms are, 
indeed, going on in all of these areas. Yet, the global 
community has put much of its energy into fund- 
ing sustainable development, and into forming and 
strengthening global environmental agreements. Is 
sustainable development an effective core principle? 
Is funding sufficient? Can international agreements 
and sustainable development ensure globalization is 
a positive environmental force? Many in the global 
community—states and state negotiators in particu- 
lar—believe in sustainable development and envi- 
ronmental agreements. Others, however, see them 
as, at best, harmless, and at worst, themselves causes 
of global environmental harm as the effort to reach a 
compromise lowers expectations, creates long delays, 
and ultimately contributes to ineffective policies. The 
next section addresses these issues, with particular at- 
tention to global environmental financing and the po- 
litical economy of three international regimes: ozone 
depletion, climate change, and forestry. 


ancing sustainable development: the 
Global Environment Facility (GEF) 


Few deny that the South requires assistance to im- 
plement sustainable development. How else can the 
South find the funds and personnel to address issues 
such as climate change or global biodiversity? Yer, crit- 
ics lament the failures of existing environmental assis- 
tance. Some see total development assistance as being 
far too low—far below the repeated global promise 
of total overseas development assistance of 0.7 per 
cent of gross national income. The total OECD aver- 
age was just 0.29 per cent in 2014, while the United 
States is among the lowest of the major donors, sup- 
plying 0.19 per cent in 2014 and only 0.16 per cent in 
2007 (OECD 2009; www.oecd.org). Although the 2015 
Paris Agreement under the UN Framework Conven- 
tion on Climate Change promises developing coun- 
tries a minimum of $100 billion a year from 2020 to 
help mitigate and adapt to climate change, over the 
past few decades support for sustainable development 
has been a small portion of total development assis- 
tance. At the Rio Summit, for example, the North was 
only willing to commit to $125 billion of the $625 bil- 
lion estimated as being needed to implement Agenda 
21 (UNEP 2002: 17). 
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Other critics see development assistance as a cause 
of global ecological stress. They see the conditions 
attached to this ‘aid’ as a tool of donors and corpo- 
rate allies to exploit labour and natural resources in 
the South. Multilateral donors such as the World Bank 
(see Phillips 2009; Park 2010) and bilateral donors such 
as Japan (the world's largest bilateral aid donor during 
the 1990s), for example, use loans to require govern- 
‘ments to eliminate trade barriers and support foreign 
investors. Heavy foreign debts, these critics con- 
tend, further aggravate ecological pressures as states 
export natural resources to earn the foreign exchange 
to service and repay the debt (Rich 1994, 2000, 2009; 
Babb 2009). 

The Global Environment Facility (GEF) is one 
of the few financial sources to fund specific global 
environmental initiatives in the South. The GEF was 
first set up as a pilot facility in 1991, just before the 
Rio Summit, becoming a permanent body formally 
in 1994. The GEF has three main implementing agen- 
cies—the World Bank; the United Nations Develop- 
‘ment Programme (UNDP); and the UNEP—although 
seven other agencies that have joined since the GEF 
was established also participate. The Global Environ- 
‘ment Facility is housed formally in the World Bank; 
although it is functionally independent, many con- 
sider this a telling sign of the World Bank's influence 
over the GEE. The UNDP handles technical assistance 
and the UNEP coordinates between the GEF and 
global environmental agreements. Fourteen donor 
states and 18 recipient states sit on the GEF Council, 
which has an ‘open door policy’ towards NGOs. The 
EF finances global environmental policies and pro- 
grammes in developing countries, including ozone 
depletion, biodiversity, climate change, and persistent 
organic pollutants (Streck 2001). The GEF has co- 
financed more than 4,000 projects in more than 180 
countries. The total amount of GEF grants allocated 
by 2015 was over $14.5 billion. The GEF has also man- 
aged to leverage over $75 billion in co-financing from 
other sources (GEF 2009; www.thegef.org). 

‘The GEF disburses grants and technical funds to 
cover the additional costs for developing countries 
of a project targeting a global environmental objec- 
tive (such as to mitigate climate change or protect 
biodiversity). Some see the GEF as a critical step for- 
ward to help the South absorb the financial costs of 
global sustainability. Others, such as Bruce Rich of 
the NGO Environmental Defense Fund, have lashed 
out at the GEF, especially during the pilot phase: “The 


formulation of the Global Environment Facility’, he 
argues (1994: 176-7), ‘was a model of the Bank's pre- 
ferred way of doing business: Top-down, secretive, 
with a basic contempt for public participation, access 
to information, involvement of democratically elected 
legislatures, and informed discussion of alternatives’. 
These critics see the GEF as little more than a finan- 
cial Band-Aid that emphasizes top-down technologi- 
cal fixes rather than long-term solutions (Young 2003). 
These critics worry, too, that the World Bank is tying 
EF grants to other World Bank loans financing pro- 
jects that damage the environment. Korinna Horta 
of Environmental Defense states: “The World Bank 
mocks the principles and policies of the GEF by hypo- 
critically funding and mitigating environmental de- 
struction. The GEF “greenwashes” business as usual 
for the Bank’ (Halifax Initiative 2002; also see Horta 
etal. 2002). 

Without doubr, funding for global sustainability is 
far from adequate, although as this chapter will dis- 
cuss later, the 2015 Paris Agreement would seem to 
be a significant commitment to finance climate miti- 
gation and adaptation in developing countries. The 
global community has in some ways made more pro- 
gress in developing and strengthening environmental 
regimes. 


Explaining outcomes: the political 
economy of environmental regimes 


The global community has put great faith in interna- 
tional environmental agreements to guide globaliza- 
tion, promote cooperation, rein in free riders, and 
avoid the natural drift of a system of sovereign states 
towards a tragedy of the commons (sce Box 14.4). 
The number of international and regional environ- 
mental negotiations has been increasing steadily since 
the 1970s, and today there are over 1,200 multilateral 
environmental agreements (including amendments 
and protocols) (see Mitchell 2014 for a database of 
agreements; sce Table 14.1 for examples). 

An international environmental regime encom- 
passes more than just international legal agreements, 
Steven Krasner's (1983: 2) definition of an interna- 
tional regime is the classic one: ‘sets of implicit or 
explicit principles, norms, rules and decision-making 
procedures around which actors’ expectations con- 
verge in a given area of international relations’ (see 
Aggarwal and Dupont, Chapter 3 in this volume). Yet, 
most international environmental regimes revolve 
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Garrett Hardin (1968), in 2 now famous article in Science, 
‘drew a vivid analogy of access and historical collapse of the 
English commons with access and future collapse of modern- 
‘day commons (like the high seas, or the atmosphere, or an 
Unregulated forest), Look, he says, ata grazing pasture ‘open 
‘toll: Itis in the rational self-interest of a farmer to breed and 
_graze as many animals as possible. The addition of one more 
animal wil enhance the wealth of the owner far more than it 
will degrade the pasture for the owner's herd. Without. 





controls, however, the logic of personal gun will inevitably 
‘overfill and destroy the pasture. The process is the same for 
all commons with rising populations and unrestricted access. 
‘Ruin is the destination toward which all men rush’, he argues, 
‘each pursuing his own best interest in a society that believes 
inthe freedom of the commons. Freedom in a commons 
brings ruin to all The only solution, he concludes, is ‘mutual 
coercion, mutually greed upon by the majority of the people 
affected: 





around an international agreement. Such regimes 
tend to evolve in four phases. They begin with the rec- 
ognition of a problem, including the scientific debates 
about the causes and severity, and the emergence of 
an agenda. The science here is often speculative, es- 
pecially if, as with climate change, it involves looking 
hundreds of years into the future. Working through 
the science can create decades of delay during this 
phase as various ‘experts’ make claims and counter- 
claims. Dramatic events, such as an oil spill or chemi- 
cal leak, or a ‘hole’ in the ozone layer, can catalyse 
action towards the next stage—the negotiation of the 
rules and decision-making procedures. Here, coali- 
tions of states or a powerful state such as the United 
States can play a critical role either in the emergence or 
the veto of an agreement. States may also shift gears 
during this phase—for example, signing an agreement 
then withdrawing later (by refusing to ratify, say). As 
with the emergence of an agenda, scientists or experts 
with collective policy preferences can play a key role 
in defining the content of an agreement (Haas 1992; 
Lindemann 2008). So can networks of activists who 
work across traditional sovereign borders (Keck and 
‘Sikkink 1998; Pellow 2007; Hironaka 2014; Dauvergne 
2016). Once an agreement comes into force, parties to 
the agreement need to implement policies that meet 
their obligations. This phase can further strengthen or 
‘weaken a regime, as many states, even those striving 
legitimately to meet obligations, may be unable (or 
unwilling) to do so for technical or political reasons. 
Finally, regimes continue to evolve even after imple- 
mentation begins, strengthening and weakening as 
norms shift (or sometimes as negotiators amend the 
formal rules). 

There is a growing literature on evaluating the ef 
fectiveness of international environmental regimes 
(Victor etal. 1998; Young 1999, 2002; Vogler 2000, 2003; 


Mitchell 2002, 2006; Breitmeier et al. 2006; Mitchell et 
al. 2006; Stokke and Henneland 2007; Stokke 2012; 
Kanie and Andresen 2015; Susskind and Ali 2015). 
Many global environmental regimes are weak, with 
little influence over the behaviour of states and firms 
or, if there is influence, with little impact on global 
ecological conditions. An array of factors can under- 
mine regime effectiveness. Ongoing research (and re- 
sulting debates) within the scientific community can 
make it hard to create and maintain a scientific con- 
sensus on the causes, consequences, and solutions for 
particular ecological problems (Vogel 2012). Corpora- 
tions can exploit the resulting uncertainty common 
to the scientific method to further delay negotiations 
or weaken regimes (as well as to fund scientific re- 
search to try to prolong uncertainty). The domestic 
political influence of corporations can also weaken 
the formal rules and procedures for international 
agreements, undermine international financial com- 
mitments to support compliance, and stall national 
implementation, even in countries with reasonable 
local environmental records. The priority of all states 
on maintaining economic growth—and the insistence 
of many governments in developing countries on en- 
suring the opportunity to one day reach the levels of 
economic prosperity the North currently enjoys—can 
also mean that international negotiators compromise 
and avoid strict measures entailing economic costs. 
“These factors all shape the scope and nature of inter- 
national agreements, as well as the strength of the na- 
tional policies and implementing agencies designed to 
meet international obligations. 

National agencies are generally responsible for 
monitoring and enforcing international environ- 
mental laws. To encourage compliance, however, 
parties generally submit implementation data to 
secretariats as well as attend regular meetings to 
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review implementation. Some agreements also link 
financing to compliance (especially important in the 
South). The secretariats, however, often lack the staff 
and funds to verify data (as well as push laggards to 
submit), The combined total in 1999 of professional 
staff of the Framework Convention on Climate 
Change, the Convention on Biological Diversity, the 
Montreal Protocol, CITES, and the Convention to 
Combat Desertification was a mere 100 people. The 
combined total budget was just $43.5 million (Porter 
et al. 2000: 150). Both figures are tiny in comparison 
with the international financial institutions (IFls). 
Non-governmental organizations also play a key role 
here, publicizing violations and conducting independ- 
ent studies of national implementation. The NGO, 
Environmental Defense, for example, was ‘critical’ in 
ensuring US regulations in fact implemented the Mon- 
treal Protocol after it went into force in 1989 (Porter et 
al, 2000: 149). 

Implementation can pose great technical and po- 
litical problems for governments in the South. Often, 
these governments do not have the finances, person- 
nel, oF technologies to monitor and enforce environ- 
‘mental legislation. Systemic corruption may further 
hinder enforcement. The cost of compliance, too, 
is frequently greater in the South than in the North, 
as the South has less infrastructure and experience 
in meeting environmental obligations, although, as 
mentioned earlier, funds such as the ones from the 
EF can help to offset the higher costs of compliance 
in the South. Countries in the North, however, also 
struggle with implementing international environ- 
‘mental agreements. The process of confirming scien- 
tific explanations may create long bureaucratic delays 
in implementation. Lobby groups and bureaucracies 
may work to weaken national legislation designed to 
‘meet international obligations. In democratic federa- 
tions, such as Canada, the Canadian federal govern- 
ment may sign and ratify an agreement, but then face 
stiff opposition from some of the provinces, as hap- 
pened after the federal government ratified the Kyoto 
Protocol in 2002. 

For all of these reasons, then, it is a formidable 
challenge for state negotiators and implementers to 
develop and uphold an effective international envi- 
ronmental regime. Perhaps the most common exam- 
ple of a ‘successful’ regime is the one to reduce the 
production and consumption of chlorofluorocarbons 
(CFCs), the main cause of the depletion of the ozone 
layer. 





Ozone depletion regime 


Production and consumption of CFCs, first invented 
in 1928, rose quickly from the 1950s to the 1970s. The 
main use was in aerosols, refrigerators, air condition- 
ers, insulation, and solvents. In 1974, Mario Molina 
and F. Sherwood Rowland (1974) (who went on to win 
the 1995 Nobel Prize in Chemistry) published an ar- 
ticle hypothesizing that CFCs were drifting into the 
atmosphere, breaking apart, releasing chlorine, then 
reacting to deplete the ozone layer. Ozone is a mol- 
ecule of three oxygen atoms able to absorb harmful 
ultraviolet light. The ozone layer refers to the region 
of high concentrations of ozone in the stratosphere, 
(The stratosphere is 10-50 kilometres above the 
earth's surface. Below this is the troposphere, where 
weather occurs.) The ozone layer protects us from the 
harmful effects of ultraviolet radiation from the sun, 
which can contribute to skin cancer and cataracts, de- 
crease our immunity to diseases, and make plants less 
productive. 

In the decade after Molina and Rowland’s seminal 
article, global negotiators worked slowly towards a 
collective consensus on the causes and consequences 
of ozone depletion. This effort gained momentum in 
1985, after British scientists found a ‘hole’ (in fact, a se- 
vere thinning) in the ozone layer over Antarctica. This 
hole, which persisted for three months, was the size of 
North America. That same year, the global commu- 
nity signed the Vienna Convention for the Protection 
of the Ozone Layer, a framework convention with 
no legally binding targets. The 1987 Montreal Proto- 
col on Substances that Deplete the Ozone Layer was 
adopted two years later, setting mandatory targets to 
reduce the production of ozone-depleting CFCs and 
halons (halons are another significant ozone-depleting 
substance found, for example, in fire extinguishers). 

Significantly, in 1990, the South agreed to phase out 
consumption of CFCsand halons by 2010. The Parties 
tothe Montreal Protocol created the Multilateral Fund 
for the Implementation of the Montreal Protocol to 
assist developing countries with implementation. This 
isunusual, as most international environmental agree- 
‘ments do not contain a funding mechanism, and in- 
stead rely on traditional development assistance and, 
more recently, the GEE So far, this Fund has approved 
more than $3 billion to phase out the consumption of 
‘ozone-depleting substances in the South (www.mul- 
tilateralfund.org). Partly as a result of international 
fanding, many developing countries were already ‘on 
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Figure 14.3 Global CFC production, (1931-2004) 
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track’ by the mid 1990s to phase out CFCs and halons 
ahead of schedule (Greene 1997: 329), and the South 
was able to reduce CFC consumption by about 60 per 
cent from the mid 1990s to 2004 (UNEP 2005). 

Conferences of the Parties in London in 1990, Co- 
penhagen in 1992, Montreal in 1997, and Beijing in 
1999 amended and strengthened the Montreal Pro- 
tocol. These conferences also added other ozone- 
depleting substances and accelerated the phase-out 
schedules. Over this time, the Vienna Convention 
and the Montreal Protocol became truly global agree- 
ments, and today the Montreal Protocol has 197 Par- 
ties. The result has been a dramatic fall in global CFC 
production (see Figure 14.3), with only very low pro- 
duction levels since 2004. 

‘The damage to the ozone layer, it is important to 
‘emphasize, is still a serious problem. The long life of 
CFCs means that ‘old’ emissions are still damaging 
the ozone layer. The ozone hole over Antarctica broke 
records in September 2006 for depth and average size 
over a period of time (from 21-30 September). Still, 
the overall signs are positive, with fewer CFCs allow- 
ing the ozone layer to remain fairly stable since the 
2000 (Barry and Phillips 2006; also, see NASA Ozone 


Watch, http:/ /ozonewatch.gsfe.nasa.gov). (The rea- 
sons for changes in ozone are complex—including 
sunspots, weather, and volcanoes—so some fluctua- 
tions are natural.) The World Meteorological Organi- 
zation (2015) now predicts that the ozone layer will 
repair itself and return to pre-1980 levels by 2050 (with 
this occurring a bit later in the Antarctica), thus pre- 
venting millions of cases of melanoma cancer and eye 
cataracts (UNEP 2003: 4). This is, indeed, an excep- 
tional turnaround. “The ozone layer regime is remark- 
able’, Marvin Soroos (1997: 169) argues, ‘not only for 
the series of agreements limiting and phasing out the 
production and use of ozone-depleting substances but 
also for the broad acceptance of them and the appar- 
ent high rate of compliance with the controls’. Most 
other scholars would agree. Edward Parson (2003: vii) 
calls ta ‘striking success’, noting: “With near-universal 
participation of nations and energetic support from 
industry, the ozone regime has reduced worldwide 
use of ozone-depleting chemicals by 95 per cent, and 
use is still falling’. 

‘Yet, in many ways, this was an exceptional case, one 
that may well tell us little about our ability to handle 
future global environmental crises such as climate 
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change. The consequences of less ozone were easy for 
the general public to understand, with skin cancer a 
particular worry in the North. The causes and solu- 
tions were also relatively straightforward. In the mid 
1980s, 21 firms in 16 countries were responsible for 
CFC production, with the North accounting for about 
88 per cent of this. Especially notable, by 1986, the 
chemical company DuPont, the largest producer of 
CFCs (accounting for a quarter of global production), 
had decided to seek substitutes for CFCs (Grundmann 
2001; Parson 2003). Two years later, DuPont an- 
nounced that it would phase out production of CFCs. 
The shift to CFC substitutes did not harm its profits; 
indeed, in many ways, it gave DuPont a competitive 
edge as other producers soon followed suit. 


Climate change regime 


Most other global environmental problems involve 
far greater complexities and uncertainties, and will 
require far greater sacrifices to solve, Climate change 
is perhaps the most complex of all (see Bulkeley and 
Newell 2010; Newell and Paterson 2010; Hoffmann 
2011; Bulkeley et al. 2014; Ciplet et al. 2015; Stern 


2015; Hickmann 2016). Human activities are alter- 
ing the relative volumes of greenhouse gases—such 
as carbon dioxide, methane, and nitrogen oxides— 
in the earth’s atmosphere. Figure 14.4, for example, 
shows the rapid increase in global emissions of car- 
bon dioxide over the past hundred years. The planet is 
warming as the ‘new’ atmosphere traps more heat, a 
process akin to rolling up a car window on a hot day. 
The Intergovernmental Panel on Climate Change 
(IPCC 2001) calculates that the mean global surface 
temperature rose by 0.3-0.6 degrees Celsius during 
the twentieth century. This may seem minor, but it 
was the largest rise of any century in the last mil- 
lennium, And the problem is getting worse. January 
2000 to January 2010 was the warmest decade, Janu- 
ary 2011 to January 2016 was the warmest five-year 
period, and 2015 was the warmest year, since records 
began. One clear sign of warming is the melting polar 
ice caps, which have been steadily shrinking since the 
beginning of the 1980s. 

This century will certainly be hotter than the last 
one. The five hottest years on record are all since 
1998, with the US National Aeronautics and Space 
Administration (NASA) predicting record-high 
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temperatures in future El Nifio years (see http:// 
data.giss.nasa.gov). Various IPCC (www.ipce.ch) sce- 
narios projecta possible rise in the earth’s average sur- 
face temperature of between 1 to 7 degrees Celsius 
above pre-industrial levels by 2100 (the year 2015 was 
about 1 degree Celsius above 1880-99 levels). A rise 
of 3 to 5 degrees Celsius would, according to NASA's 
Drew Shindell, ‘bring us up to the warmest tempera- 
tures the world has experienced probably in the last 
million years’ (quoted in Zabarenko 2006). Such a re- 
sult, the IPCC warns, would cause mass extinctions, 
prolonged droughts, fierce storms, and seas to rise 
enough to displace millions of people in low-lying 
coastal areas in countries such as Bangladesh and low- 
lying countries such as the Marshall Islands and the 
Maldives (see also Hansen et al. 2015). For this reason, 
Parties to the UN Framework Convention on Climate 
Change agreed in 2009 to strive to limit warming to 
no more than 2 degrees Celsius above pre-industrial 
levels, later adding an aspirational target of no more 
than 1.5 degrees Celsius in the Paris Agreement, an 
outcome of the 21st Conference of the Parties of the 
UN Framework Convention on Climate Change, held 
in Paris in 2015. 

Climate change alarms environmental critics of 
economic globalization in particular, as the primary 
greenhouse gases arise from core economic activities, 
such as automobiles, power plants, oil refineries, facto- 
ries, agriculture, and deforestation. At the same time, 
many of the consequences, such as melting polar ice, 
rising seas, severe storms, new diseases, and drought, 
are beyond the lifetimes of politicians and business 
leaders. No doubt, to lower greenhouse gas emissions 
will require significant changes to global economic 
production and consumption patterns. It will require, 
too, governmental, corporate, and personal sacrifices. 
Replacing CFCs, these critics note, is simply not a 
comparable sacrifice (Paterson 1996; Newell 2000; 
Porter et al. 2008). 

As highlighted, once again, at the Conferences of 
the UN Framework Convention on Climate Change 
leading up to Paris in 2015, the South has commonly 
portrayed the North as being largely responsible for 
climate change, because developed countries ac- 
counted for three-quarters of cumulative emissions 
of carbon dioxide between 1950 and 1992. The North, 
on the other hand, often notes the need for global ef- 
forts, as within a few decades carbon dioxide emis- 
sions from the South are likely to equal those from 
the North. Nevertheless, specific views on climate 
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change do not split cleanly along North-South lines. 
Over the past two decades the European Union and 
Japan, for example, have tended to support global 
efforts to combat climate change, while at various 
political moments the United States, Canada, and 
Australia have been sceptical, at times even question- 
ing the science of global warming (although US Pres- 
ident Barack Obama made climate protection a top 
priority during his second term beginning in 2013). 
Meanwhile, the states in OPEC have generally op- 
posed efforts to reduce the global dependence on oil 
while, predictably, the 39 countries in the Alliance of 
‘Small Island States generally support every possible 
effort to halt the rise of sea levels. Over the past dec- 
ade China has also emerged as a global leader in wind 
and solar power, and has pledged to scale back green- 
house gas emissions, including in 2014 announcing 
a bilateral climate change commitment with the 
United States. During the 2015 climate negotiations 
in Paris, policy positions and alliances crisscrossed 
North-South lines more than ever before, with, for 
instance, a ‘high-ambition coalition’ emerging that 
brought together more than 100 countries, including 
the United States, Canada, EU member states, and 
scores of countries across the Pacific, Africa, and the 
Caribbean. 

Prior to the Paris Agreement, the 1997 Kyoto 
Protocol to the 1992 Framework Convention on 
Climate Change was the core agreement in the cli- 
mate change regime. The Kyoto Protocol required 
developed countries (including Russia) to reduce 
emissions of six greenhouse gases, on average, by 5 
per cent below 1990 levels between 2008 and 2012 
(calculated as an average over these years). (If this 
had been achieved, emissions levels would have been 
about 20 per cent lower than they would have been 
without the Protocol.) Not all governments had the 
same ‘target’. The European Union agreed to re- 
duce emissions by 8 per cent below 1990 levels; the 
United States by 7 per cent; and Japan and Canada 
by 6 per cent. The Russian Federation agreed to sta- 
bilize emissions at 1990 levels. Australia managed 
to negotiate an increase of 8 per cent above 1990 
levels. Developing countries were exempt ftom le- 
gally binding commitments in the Kyoto Protocol, 
although some, including India and China, set vol- 
untary reduction targets. 

The rules of the Kyoto Protocol required it to come 
into force 90 days after at least 55 Parties, account- 
ing for at least 55 per cent of the 1990 carbon dioxide 
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emissions of the developed country signatories, had 
ratified it. This seemed unlikely to occur after the 
United States, which accounted for 36.1 per cent of 
1990 carbon dioxide emissions of developed coun- 
tries, withdrew support in 2001, and instead vowed 
to reduce greenhouse gases ‘by 18 per cent over the 
next decade through voluntary, incentive-based, and 
existing mandatory measures’ (Switzer 2004: 293), 
The Kyoto Protocol did, in the end, come into force 
in 2005 even without the United States, after Russia, 
which accounted for 17.4 per cent of 1990 levels, rati- 
fied the Protocol and tipped the total over the 55 per 
cent mark. Many saw the coming into force of the 
Protocol as a sign of the determination of the global 
community (minus the United States and Australia) 
to tackle climate change. Many saw it, too, as a vital 
foundation for further international dialogue, such 
as the annual Conference of the Parties of the UN 
Framework Convention on Climate Change. Still, 
most analysts agreed that, even with full compli- 
ance, the Kyoto Protocol was never going to lower 
greenhouse gas emissions to levels that would ‘solve 
climate change. More radical groups, such as Green- 
peace, have long argued for a global emission reduc- 
tion closer to 80 per cent. Almost all analysts came 
to agree that more effective governance of climate 
change would require many initiatives at multiple 
levels, from global to local (e.g. Selin and VanDeveer 
2009; Okereke et al. 2009): a viewpoint central to the 
climate negotiations in Paris in 2015. 

Representatives from more than 190 countries met 
in Paris from 30 November to 11 December to nego- 
tiate a new international agreement to mitigate and 
adapt to climate change. The history of the Kyoto 
Protocol weighed on the minds of many negotiators. 
‘The US never did ratify the Protocol; Canada went 
as far as formally withdrawing. Equally disturbing, 
many states had failed to meet their reduction targets 
by the end of the first commitment period in 2012. 
Parties to the Protocol did agree to a second commit- 
ment period from 2013 to 2020 (known as the Doha 
Amendment), but going into the 2015 Paris meeting 
not enough states had ratified this amendment to put 
it in force. The international community, just about 
everyone agreed, was in desperate need of a new cli- 
mate change agreement. 

Talks in Paris were tense and many compromises 
were made, but negotiators, nudged along by French 
diplomats, did manage to reach a general agree- 
ment on financing, warming limits, reporting and 


ratcheting up processes, and national emission-re- 
duction plans. Negotiators also agreed to set aside fu- 
ture liability claims. Initially, many negotiators were 
secking legally binding emission-reduction targets as 
in the Kyoto Protocol; however, with the US Senate 
declaring it would block ratification of such a treaty, 
US negotiators pushed for non-binding emission tar- 
gets and financing pledges to allow President Obama 
to use his executive powers to commit the US to the 
Agreement. The Paris Agreement calls for worldwide 
national plans (with developed economies agreeing 
to move more quickly) to reduce greenhouse gas 
emissions with the aim of keeping global warm- 
ing ‘well below 2 degrees Celsius’ (United Nations 
2015b: 22). Even if fully implemented, the national 
climate action plans submitted to the Paris confer- 
ence would not achieve this result; however, the Paris 
Agreement does require national governments to 
report on emission reductions every five years, and 
calls for a ratcheting up of commitments as overall 
progress is evaluated. As mentioned, the Agreement 
also includes a new financing pledge to help poorer 
countries mitigate and adapt to climate change, 
which by 2020 promises a minimum of $100 billion 
a year in public and private money (e.g. to fund solar 
and wind power, support reforestation, and prevent 
deforestation), 

Political leaders around the world hailed the Paris, 
Agreement asa breakthrough in climate governance. 
President Obama, whose team worked hard to forge 
a consensus, called it a ‘historic agreement’ and ‘a 
tribute to American leadership’. British Prime Minis- 
ter David Cameron said it was ‘a huge step forward 
in helping to secure the future of our planet’. UN 
Secretary General Ban Ki-moon declared: ‘For the 
first time, we have a truly universal agreement on 
climate change, one of the most crucial problems 
on earth’. Indian Prime Minister Narendra Modi 
tweeted: The “Paris Agreement has no winners or 
losers. Climate justice has won and we are all work- 
ing towards a greener future’. The head of China's 
negotiating team was equally effusive: The Agree- 
ment is ‘fair and just, comprehensive and balanced, 
highly ambitious, enduring and effective’ (quoted 
in Davenport 2015; BBC News 2015). Around the 
world journalists, policymakers, and climate scien- 
tists were also full of praise, seeing the Agreement 
as an ingenious compromise allowing the US to side- 
step the Republican-dominated Senate, bringing on 
board the emerging economies of Brazil, Russia, 





China, and India, and appeasing highly vulnerable 
countries across the developing world. ‘[DJecades 
of failure were reversed’, Guardian reporters gushed 
(Vidal et al. 2015). It is ‘the world’s greatest diplo- 
matic success’, pronounced Fiona Harvey (2015) of 
the Guardian. “The future is bright’, declared Lord 
Nicholas Stern of the London School of Economics: 
“If we get this right, it will be more powerful than 
the industrial revolution. A green race is going on’ 
(quoted in Vidal etal. 2015). 

Some observers, however, were quick to pan the 
Agreement for its largely voluntary, loose, and weak 
nature: ideal for achieving consensus among govern- 
ment negotiators, but a far cry from the mechanisms 
and measures necessary to decarbonize the global 
economy and keep fossil fuels in the ground. Emis- 
sion targets, timetables, and financing, critics railed, 
fall outside of the legally binding sections of the agree- 
ment. Critics also questioned the net value of the new 
financing pledge, and emphasized that the Agree- 
ment excludes future liability claims for compensa- 
tion as temperatures inevitably rise (likely well over 
the ‘hope’ of 2 degrees Celsius). Journalist George 
Monbiot (2015) captures these sentiments well, ar- 
guing the Agreement is replete with ‘promises that 
can slip or unravel’ as much of the text ‘could mean 
anything and nothing’. ‘[W]e will not’, he concludes, 
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“be viewed kindly by succeeding generations’. James 
Hansen, a world-renowned climate scientist, was sim- 
ilarly dismayed, declaring the Paris talks a ‘fraud ... 
just worthless words. There is no action, just prom- 
ises’ (quoted in Milman 2015). 


Forests regime 


Most environmental regimes, as with ozone and 
climate change, contain a core international agree- 
ment, But some, such as the international forests 
regime, have emerged without a core global treaty. 
The international forests regime includes the norms 
and principles arising from numerous global meet- 
ings since the Rio Summit to discuss the benefits and 
drawbacks of negotiating a global treaty for forest 
management. It consists, too, of the forest-related 
clauses of international conventions such as the ones 
on biodiversity, desertification, climate change, and 
wetlands. Italso includes the sustainable forest princi- 
ples of institutions such as the International Tropical 
‘Timber Organization (ITTO), and the standards of 
organizations such as the Forest Stewardship Coun- 
cil (FSC) (see Box 14.5). At the core of the regime 
is the concept of sustainable forest management. 
Humphreys (1999: 251) writes, “The forests regime 
has coalesced around the core concept of sustainable 


International Tropical Timber 
Organization (ITTO) 


‘The 1983 International Tropical Timber Agreement (in force 
from 1985) created the International Tropical Timber 
‘Organization (ITO), with its headquarters in Yokohama, japan. 
Successor agreements were negotiated in 1994 (in force since 
1997) and in 2006 (in force since 201 |). The ITTO's mandate ts 
to facilitate consultation and cooperation among member 
‘countries that produce and consume tropical timber: There are 
T2members (as of 2016), representing at least 90 per cent of 
‘world trade in tropical timber. The organization is committed to 
assisting members with meeting the so-called Year 2000 
‘Objective, which calls for members (originally by the year 2000), 
to trade only tropical timber products that originate from 
sustainably managed forests. (This sil being pursued, despite 
‘the passing of the target year) 





Source: ITTO website (aalable at wwrwittaint). 


Forest Stewardship Council (FSC) 


“The non-profit Forest Stewardship Council was founded in 
1993 to promote more effective forest management. Its 
industries, indigenous, and community groups, and forest 
certification bodies. The FSC accredits and monitors, 
‘organizations that certify that forest products come from ‘a 
well-managed forest'—that isa forest that meets the FSC: 
Principles and Criteria of Forest Stewardship. The FSC visits 
certified forests to ensure compliance. It further supports the 
development of regional, national, and local standards that 
implement these principles and criteria. The FSC logo ona 
‘wood product is ultimately designed to provide a ‘tredible 
guarantee’ to the consumer ‘that the product comes from a 
‘well-managed forest: 


Source PSC website (wow Fscorg) 








4ll 


412 Peter Dauvergne 


forest management (SFM) and the norm that forests 
should be conserved and used in a sustainable man- 
ner’. Other global principles include the value of 
conservation, ecosystem integrity, protected areas, 
indigenous knowledge and values, and the participa- 
tion of civil society (Humphreys 1999, 2003, 2006; 
also, see Cashore et al. 2004; Gulbrandsen 2010; Lister 
2011; Giessen 2013). 

Yet, global norms and principles are only a small 
part of the basket of rules—both formal and infor- 
‘mal—that shape forest management. National and 
local leaders often ignore the concept of sustainable 
forest management as well as the non-binding princi- 
ples of institutions such as the ITTO and FSC. The 
international forests regime is particularly weak and 
ineffective in Asia, Aftica, and South America, most 
notably where timber profits prop up corrupt politi- 
cians, bureaucrats, and military officers. This explains 
in part why tropical deforestation has persisted largely 
unimpeded over the last few decades, despite a global 
outcry and repeated government promises to do bet- 
ter (Dauvergne 2001; Tacconi 2007; Dauvergne and 
Lister 2011; Straumann 2014; World Resources Insti- 
tute 2015). 

International regimes, then, can solve global en- 
vironmental problems. The history of the depletion 
of the ozone layer confirms this. Yet, the regimes 
for climate change and deforestation, for different 
reasons, are still largely ineffective. Supporters of 
regimes argue this reflects in part the complexity 
of the causes and consequences of these problems, 
as well as the need for economic sacrifices to solve 
them. For them, this suggests a need to work even 
harder to strengthen these regimes—with outcomes 
such as the 2015 Paris Agreement demonstrating the 
prospects for significant progress. For critics of re- 
gimes, however, the failure to slow climate change 
and deforestation suggests the innate limitations of 
regimes as a mechanism to constrain and guide eco- 
nomic globalization. The energy expended on seem- 
ingly endless international negotiations on climate 
change and deforestation, some critics argue, would 
be better spent elsewhere, perhaps in labs develop- 
ing new technologies, or in communities developing 
new ethics. A few of these critics even see the focus 
on the development of agreements, such as an inter- 
national forests convention, as a strategic move by 
powerful actors to delay real action and ensure that 
‘business as usual” continues for as long as possible 
(Dauvergne 2005). 


KEY POINTS 


+ Allsides agree that the South needs financial and technical 
support to pursue global sustainability 

+ Some see current efforts—eg. the GEF—asa critical 
Iieine for weak economies. Others see such financing 
as being too small to matter, and stil others see 
_global development assistance as a cause of the global 
cesvironmental criss, with states exporting natural 
resources to service and repay foreign debt. 

+ Environmental regimes are the primary global mechanism 
for coordinating environmental management across states, 
tts exceedingly difficult, however, to create and maintain 
an effective environmental regime. 

*+ Most agree that the azone regime has been effective, 
largely because the causes, consequences, and solutions of 
‘ozone depletion are straightforward. 

+ The dimate and deforestation regimes are much weaker 
than the ozone regime. Advocates of regimes see this as 
temporary, a result of the sheer complexity and difficulty 
of the science. politics. and economics of climate change 
and deforestation. These advocates are now haiing the 
2015 Paris Agreement as a bg step towards financing 
and ratcheting up commitments to limit global warming 
to below 2 degrees Celsius. Critics, on the other hand, 
se weak regimes for problems such as climate change 
and deforestation as inevitable within the current global 
ppltcal economy, for some, these are not a part of the 
solution, but. rather. a part of the reasons for failure, as 
‘these create ilusions of action and progress. 

‘+ Most advocates and critics of regimes agree. however: that 
solutions to dimate change and deforestation will require 
far more than financing and regimes. Solving them will 
require a level of innovation, cooperation, and sacrifice 
never seen before in the history of global environmental 
politics. 











Conclusion 


‘What, then, is the nature of global environmental 
change in an era of globalization? Is the global political 
economy a force for environmental progress or crisis? 
Are global environmental regimes and the norm of 
sustainable development effectively channelling glo- 
balization to ensure a sustainable future? The record 
is mixed. For some problems, such as ozone deple- 
tion, global governance has indeed been effective. But 
for problems such as tropical deforestation, the global 
community appears to be making no headway at all. 
Perhaps the greatest environmental problem of all is 


climate change. Here, it also appears that global efforts 
are largely failing, although the 2015 Paris Agreement 
‘may offer some new pathways forward. Can sustainable 
development and regimes alone ‘solve’ deforestation 
and climate change? The answer seems clear: no, These 
‘may, indeed, help. But such great problems will require 
new national policies, new corporate ethics, more 
North-South financial transfers, innovative markets, 
technological advances, and new forms of cooperation. 
Iwill be a bumpy path forward: one that will, because 
of the nature of the global political economy and global 
environmental change—no doubt, most unjustly—im- 
pose the greatest hardships on the world’s poorest and 
least powerful peoples. That much seems certain. 
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‘The chapter did not strive to convince the reader 
to believe in a particular set of arguments. Already far 
too many globalization and anti-globalization ‘envi- 
ronmental ideologues’ preach or chant at, rather than 
talk to, each other. The goal was instead to deepen the 
understanding of the range of reasonable and logical 
arguments about the environmental impacts of the 
ongoing changes to the global political economy. The 
hope is that, one day, those who choose to act on their 
beliefs—from joining the World Bank's environment 
team to protesting at an anti-globalization rally—will 
do so with the humility of knowing the complexities 
and uncertainties of the relationship between globali- 
zation and the environment. 


@ weston 


|. What in the broadest terms, is the relationship between the global politcal economy and global environmental 


change? 


<P New ewn 


10, why? 


‘What isthe globalization of environmentalism? Is the overall trend positive or negative? 
Is the Environmental Kuznets Curve a useful policy too? 

‘Which is more common: ‘pollution havens’ or ‘exporting environmentalism? 

‘What are the effects of inequality and consumption on global environmental conditions? 

‘What are the effects of trade and corporations on global environmental conditions? 

‘What are the effects of financing and regimes on global environmental conditions? 

Is there a global environmental crisis! f yes, why? If nc, why? 

Can we solve global environmental problems within the current political and economic structures? If yes, how? If 


10. Inwhat waysis the 2015 Paris Agreement a ‘success? What does this suggest for the potential effectiveness of the 


international cimate change regime? 
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Glossary 


Absolute advantage Where a country produces one or 
‘more goods or services at lower cost than other countries. 


Adjustable peg An exchange rate policy whereby the na- 
tional currency is largely pegged or fixed to a major cur- 
rency such as the US dollar or euro, but can be readjusted 
from time to time within a narrow range. 


Agency ‘The capacity to act deliberately. 


Alienation A process described by Marx through which an 
increasingly complex division of labour enforces psycho- 
logical harm onto workers, depriving them of opportunities 
to realize their full human potential by turning them into 
purely functional aspects of the broader capitalist system. 


‘Amicus curiae Latin for friend of the court’. An individual 
or group not party to a legal proceeding, but with a strong 
interest in the case, permitted by the court to submit infor- 
mation intending to influence the outcome of the 
proceedings 


Anarchy ‘The absence of a centralized authority in the in- 
ternational system capable of enforcing agreements. Liter- 
ally ‘without rule’. 


Anthropomorphization Attribution of human form or 
personality to a non-human entity—typically in GPE either 
the state or the market, The non-human entity is treated as 
an actor in its own right and is believed to actin line with its 
own interests. 


Autarchy/Autarky When a country attempts to maximize 
its selfsufficiency by minimizing contacts with the global 
economy. 


Axioms Assumptions considered to be derived from self- 
evident principles of social organization and therefore not 


requiring explanation or justification each time they are 
used anew. 


Balance of payments An account of a country’s transac- 
tions with foreign countries and international institutions in 
a specific period. Transactions are divided into current ac- 
count, which consists of the balance of trade in goods and 
services plus profits and interest on overseas assets less those 
paid to foreign owners of domestic assets, plus net transfers 
such as worker remittances, and the capital account, which 


consists of inflows and outflows of money for investment, 
and for grants and loans (and their repayment). The balance 
‘of payments is an accounting identity: the entries in the ac- 
count should sum to zero with, for example, any imbalances 
con the current account being offset by net movements of 
capital. 

Balance of trade The difference between a country's total 
imports and exports in a given period (see Balance of 
payments). 

Bank for International Settlements (BIS) Set up in 1930 
and located in Basel, Switzerland, the BIS facilitates financial 


relations and policymaking among many of the world’s cen- 
tral banks. 


Bounded rationality Rational decision-making in a context 
of incomplete knowledge. 

Bretton Woods The site of the 1944 United Nations Mon- 
etary and Financial Conference (the Mount Washington 
Hotel in the New Hampshire village of Bretton Woods). 
‘This conference marked the birth of the International Mon- 
etary Fund and the World Bank. ‘Bretton Woods is often 
used as shorthand for post-war international financial 
regimes. 

British East India Company A stockholding corporation 
set up by Royal Charter at the beginning of the seventeenth 
century and funded through the selling of shares. It ad the 
explicit aim of exploiting trading opportunities that arose 
from bringing back to Europe goods originating from South 
and East Asia. 


Capital account see Balance of payments 


Capital accumulation The process which gives the capital- 
ist economy its essential dynamism: without the accumula- 
tion of capital no reinvestment can take place and therefore 
the economy will not grow over the long term. 

Capital controls Restrictions placed by governments on 
private actors moving funds into or out of the territories 
they control. 

Coase Theorem The argument that economic efficiency 
‘will be optimized as long as property rights are fully allo- 
cated, and completely free trade in these rights is possible. 
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Glossary 


Collaboration games A type of game where the Pareto- 
optimal solution the players desire may not be an equilib- 
rium outcome; for example, the pursuit of strategies that 
are rational for individual players produces a suboptimal 
‘outcome, as in the Prisoner's Dilemma. 


‘Common market A customs union that also allows free 
‘movement of factors (capital, labour) within its boundaries. 


‘Common pool resources Goods that cannot be withheld 
from those that do not pay for them, and whose consump- 
tion comes at the expense of other potential consumers. 


Comparative advantage Where a country is relatively 
more efficient at producing at least one product vis-i-vis 
others, even though it may lack absolute advantage in pro- 
ducing that good or service. Production according to com- 
parative advantage enables specialization in relatively more 
efficient production, thereby increasing aggregate levels of 
economic welfare. 


Competitive advantage The competitive strength of an 
economy that derives from the capacity of its firms in vari- 
‘ous sectors. Whether government intervention can enhance 
an economy's competitive advantage—remains a matter of 
considerable controversy. 


Conditionality The stipulation by lenders of conditions 
that borrowers must meet if they are to continue to receive 
instalments of their loans 


Coordination games A type of game that typically has 
multiple Nash Equilibria, some of which are more pre- 
ferred by one or more players. 


Cross-border production Sometimes referred to as ‘the 
‘new international division of labour" or ‘fragmentation’, it 
occurs when different stages in the making of a single 


product are geographically dispersed across two or more 
countries. 


Current account see Balance of payments 


‘Customs unions Agreements between two or more coun- 
tries to trade freely between themselves, and to adopt acom- 
‘mon tariff on imports from countries outside the customs 
union. 


Distributional consequences Who benefits and who loses 
from particular economic policies or, more broadly, from 
the institutionalization of a particular type of economic 
system, 

vision of labour ‘The centrepiece of Adam Smith's theo- 
retical system in The Wealth of Nations, it refers to a situation 
in which individual workers specialize in only a small part of 
the production process rather than trying to undertake 


every work task involved in the production of a particular 
good. Efficiency gains—materialize for the economy as a 





whole when workers specialize in this way and are brought 
together in large work teams. 

Dollarization The adoption by foreign countries of the US 
dollar as their national currency. 


Dumping A situation where a country’s exports are sold in 
foreign markets at a price less than that at which they are 
sold at home. 


Ecological footprint A measure (translated into hectares of 
average biologically productive land) of the resources re- 
quired to sustain a person's lifestyle 

Ecological shadow A concept that attempts to capture the 
environmental impact of a country in jurisdictions beyond 
its sovereign control. 


Economic development ‘The process through whicha coun- 
ty, a region, or the world as a whole advances to a new level 
of economic performance. Itis conventionally usually associ- 
ated explicitly with growth performance, but there are other 
measures of development such as happiness, security of the 
‘means to a good life, and the fulfilment of human potential, 


Economic union A common market that has also adopted 
common monetary and fiscal policies. 


Economies of scale Realized when increasing ourput al- 
lows firms to produce each unit at a lower average unit cost. 


Embedded liberalism A concept put forward by John 
Gerard Ruggie, following Karl Polanyi, to capture the com- 
promise in the Bretton Woods economic regimes between 
liberalization and the pursuit of domestic social and political 
objectives. 

Emerging Market Economy. An economy with low to mid- 
dle income that is experiencing rapid economic growth. 


Enabling clause Formally, the 1979 Decision on Differential 
and More Favourable Treatment, Reciprocity and Fuller 
Participation of Developing Countries, it legitimizes special 
and differential treatment in the trade regime for less de- 
veloped countries. 


Environmental Kuznets Curve A graph of the relationship 
between the level of per capita income and pollution, show- 
ing that levels of pollution initially increase with economic 
growth but then decline once per capita income reaches 
high levels. 

Epistemology The study of knowledge and justified belief. 
Itis concerned with questions about the necessary and suf- 
ficient conditions of knowledge, the sources of knowledge, 
and how knowledge is created. 

Export-oriented industrialization Strategy for economic 


development based on domestic production targeted pri- 
‘marily at international markets. 


Exporting environmentalism The use by transnational 
corporations in less developed economies of more environ- 
mentally friendly technologies than are required by local 
laws. 

Externalities Consequences for societal welfare (costs and 
benefits) that are not captured in the market price of a good; 
for example, pollution is a negative externality if the produc- 
cers do not pay the financial costs it imposes on society. In- 
novation can be a positive externality if pricing does not 
capture the full benefits that flow from innovators to the 
broader society. Externalities are a type of market failure. 


Factor price equalization ‘The process whereby trade gen- 
crates a tendency for the prices of factors (capital or labour) 
tobe equalized (a process predicted by the Stolper-Samuel- 
son Theorem). 


Feldstein-Horioka Puzzle In a world of unfettered capital 
mobility, savings should flow to those countries offering the 
highest interest rates, while investment will be financed from 
the lowest-cost source. Feldstein and Horioka, however, 
found in a 1980 study that national savings and domestic in- 
vestment were highly correlated in 16 OECD countries, sug: 
gesting the presence of segmented capital markets and low 
capital mobility. 


Financial intermediaries Institutions that match lenders 
with borrowers, linking those with surplus savings and 
those who desire to use these funds for investment purposes 
(see Intermediation). 


Fiscal policies Government policies on taxation and 
expenditure 


Fixed exchange rate Anexchange rate regime under which 
the value of a currency is tied to that of another currency, a 
basket of currencies, or another asset such as gold. Post- 
1945, the exchange rates of most currencies were valued in 
terms of US dollars. 


Foreign direct investment (FDI) An investment made by a 


company or entity in one country that gives it a controlling 
interest in a company or entity based in another country. 


Formalist Revolution ‘The change in economics which oc- 
curred in the 1940s and 1950s, often associated with the 
mathematicization of the subject field. Here, what made for 
“good economics’ increasingly privileged sophisticated 
‘mathematical models rather than the significance of the 
‘economic problems to which they were applied. 


Free market economies Those countries generally es- 
pousing the ideology that all economic decision-making, if 
possible, should be left to the commercial selfinterest of 
the private sector, and who try to design their economic 
institutions according to this doctrine of government 


non-interference. 


Glossary 


Free rider A person or group which benefits from the pro- 
vision of certain goods or services without paying for them. 


Free trade Originally an ideology and latterly an institu- 
tionalized system of unrestricted commercial activity, 
whereby countries are increasingly disqualified from using 
legal mechanisms to artificially lower the price which do- 
‘mestic consumers pay for home produced goods relative to 
the price at which overseas producers can supply them. 


Free trade area Agreements between two or more coun- 
tries to remove tariff and non-tariff barriers on trade be- 
tween themselves. 


General Agreement on Tariffs and Trade (GATT) A 1947 
agreement that became the principal component of the in- 
ternational trade regime following the failure of the interna- 
tional community to establish the International Trade 
Organization. Its provisions were incorporated into the 
World Trade Organization (WTO) when it was established 
in 1995. 


Generalized System of Preferences (GSP) Non-reciprocal 
programmes of tariff preferences on selected goods for less 
developed countries introduced by industrialized countries 
after GATT in 1971 permitted a waiver of the MEN require 
ment to facilitate special and differential treatment for 
LDCs. 


Gini coefficient A measure of income inequality devised by 
the Italian statistician, Corrado Gini. The Gini coefficient is 
a number between zero and one, where zero represents per 
fect equality (everyone has the same income), and one repre- 
sents perfect inequality (one person has all the income, all 
others have zero). The Gini coefficient is calculated using 
the Lorenz curve, a graph showing the relationship between 
the percentage of houscholds and the share of the country's 
income they receive. 


Global Environment Facility (GEF) A fund established in 
1991, jointly managed by the World Bank, the United Na- 
tions Development Programme, and the United Nations 
Environment Programme, which finances environmental 
projects in less developed economies. 


Global value chains (GVCs) The term given to the coordi- 
nation of different stages of production across various 
countries. 


Gold exchange standard An international monetary sys- 
tem in which it is possible for central banks to convert their 


foreign exchange holdings into gold (one or more countries 
‘must guarantee that they will permit others to convert their 


currencies into gold, as the US did in 1945-71), 


Gold standard A monetary system in which the money 
supply is linked directly to the country's holdings of gold; 
Citizens are usually entitled to exchange banknotes for gold. 
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Glossary 


An international gold standard is an international monetary 
system in which the value of all currencies is set in terms of 
a unit of gold, and settlement of trade imbalances occurs 
through the transfer of gold reserves. 


Graduation The process by which less developed econo- 
mies are removed from the list of countries given special 
trade benefits by industrialized countries once they reach a 
certain level of development. 


Gross domestic product (GDP) The total value of goods 
and services produced by an economy in a specific time 
period. 


Gross national product (GNP) refers to Gross domestic 
product plus the income earned by domestic residents from 
investment abroad less the income earned by foreigners in 
the domestic market. 


Heavily Indebted Poor Countries (HIPC) A grouping of 
the world's poorest countries, identified as those eligible for 
concessional assistance from the World Bank group's Inter- 
national Development Association and from the IMF's Pov- 
erty Reductionand Growth Facility that facean unsustainable 
debe situation after the full application of traditional debt 
relief mechanisms. A debt relief initiative for HIPC wasiniti- 
ated by the World Bank and the IMF in 1996 (http://www. 
‘worldbank.org/en/topic/debt /brief/hipe) 


Heckscher-Ohlin Model A model of international trade 
in which comparative advantage derives from differences 
in relative factor endowments across countries and differ- 
ences in relative factor intensities across industries. Coun- 
tries will export those commodities that are intensive in 
the factor (land, labour, capital) in which they are best 
endowed. 


Hegemony Often in international relations treated as a 
synonym for dominance, whereby a dominant state, institu 
tion, oF ideology is described as being hegemonic, but in its 
original form following Gramsci the condition of hegem- 
ony also requires the consent of the subordinate to be gov: 
cerned in that way. 


Hegemonic stability Argument that liberal (open) interna- 
tional economic regimes are associated with the presence of 
dominant state. 


Import-substitution industrialization (ISI) Strategy pur- 
sued by less developed economies to promote industrializa- 
tion by domestic production of goods previously imported 
(usually undertaken behind high levels of tariff protection). 
Inclusive club goods Goods that can be withheld from 
those who do not pay for them, and whose consumption 
does not reduce their availability to other potential consum- 
ers, Examples include cable television and access to copy- 
righted works. 


Infant industry promotion Idea that recently established 
industries require protection until they are able to produce 
efficiently and withstand import competition from more ad- 


vanced economies. 


Interdependence A network of relationships among actors 
that is costly for any of the actors to break. 


Intermediation see Financial Intermediation. 


International Bank for Reconstruction and Development 
(World Bank) The original component of the World Bank 
group, created at the Bretton Woods conference in 1944. 
Subsequently, two other institutions, the International Fi- 
nance Corporation (1956) and the International Develop- 
‘ment Association (1960) were added to the group. Most 
‘writers today simply refer to the group of institutions as the 
“World Bank’. 


International financial institutions (IFls) The International 
Monetary Fund (IMF) and the World Bank. 


International Monetary Fund (IMF) An institution of 189 
members as of early 2016, providing extensive technical as- 
sistance and short-term flows of stabilization finance to any 
of those members experiencing temporarily distressed 
finances. 


International Trade Organization (ITO) Intended tobe the 
third of the major post-war international economic institu- 
tions alongside the World Bank and the IMF, the ITO was 
stillborn when the US Congress failed to ratify the Havana 
Charter. 


Intra-industry trade International trade in products from 
the same sector. 


Invisible hand ‘The phrase most readily associated with the 
political economy of Adam Smith and today almost always 
taken to infer the automatically equilibrating tendencies of 
the market economy, even though itis very difficult to estab- 
lish this reading from Smith’s original work. 

Keynesian economics Abranch of economic theory associ- 
ated with the work of John Maynard Keynes and his follow- 
ers, suggesting that there is no automatic tendency for 
economies to reach an equilibrium position that sustains full 
employment, and that governments, through their manipu- 
lation of fiscal policies, can affect aggregate demand and 
reduce unemployment. 

Laissez-faire An economic doctrine of non-interference 
into commercial, corporate, and competitive affairs, often 
associated with the dominance of market ideology. The lit 
eral translation from the French comes close to being an ar- 
gument for allowing events to run their own course. 


Least developed countries A UN-designated group of 50 
low-income countries, membership of which is defined by 


per capita GDP under $750, weak human assets (a com- 
posite index of health, nutrition, and education indica- 
tors), and high economic vulnerability (a composite index 
based on instability of export earnings, dependence on a 
limited number of primary product exports, and overall 
size of the economy). The UN can ‘graduate’ countries 
from the category when they meet the thresholds of two 
of the three criteria (over $900 per capita GDP) for two 
successive years. 


Lender of last resort A financial institution, usually the 
central bank, that is charged with the responsibility of pro- 
vviding loans to other financial institutions when they need 
an injection of cash—and no other institution is willing to 
lend to them. 


Less developed countries (LDCs) A self designated cate- 
gory at the WTO of countries that typically have relatively 
low per capita incomes, an undeveloped industrial base, and 
1 substantial part of their population living in poverty. Often 
associated with the Group of 77 (G77), established on 15 
June 1964 by 77 developing countries signatories of the 
‘Joint Declaration of the Seventy-Seven Countries’ issued at 
the end of the first session of the United Nations Confer- 
ence on Trade and Development in Geneva. At the time of 
the G77 has 130 members, including such relatively 
high-income economies as the Bahamas, Singapore, and 
South Korea. 





Liquidity International liquidity comprises the total gold 
and foreign exchange reserves and Special Drawing Rights 
(that is, all international reserves acceptable to other coun- 
tries) held by all countries in the international financial 
system. 


Logrolling The practice whereby two or more legislators 
agree to trade their votes to support legislation in which 
they have no particular interest in order to gain support for 
legislation that they regard as more important, for example, 
financing of projects in their electoral districts. 


Magnificent Seven ‘The name that Benjamin Cohen gave 
collectively to those scholars he considered to be the most 
important trailblazers in early work in Global Political Econ- 
‘omy: Robert Keohane, Robert Gilpin, Charles Kindleberger, 
Stephen Krasner, Peter Katzenstein, Susan Strange, and 
Robert Cox. 


Marginalist Revolution ‘The establishment of what is now 
referred to as neo-classical economic theory. Generally 
dated to the first half of the 1870s when the concept of di- 
minishing marginal utility was introduced by William Stan- 
ley Jevons, Carl Menger, and Léon Walras. Whereas classical 
‘economic theorists had argued that prices ultimately were 
determined by relative costs of production (usually labour 
costs), neo-classical theorists argued that price reflected the 
‘marginal utility of a good. 


Glossary 


Market failure A situation whereby a market does not 
achieve the optimal allocation of resources. Causes of mar- 
ket failure include the presence of public goods, externali- 
ties, and imperfect information. 


Marshall Aid Formally known as the European Recovery 
Program, this was the loan or gift of US money to help re- 
construct war-torn European economies after the Second 
World War. The only condition on the countries receiving 
such assistance was that they aligned themselves strategi- 
callly with the West. See Marshall Plan. 


Marshall Plan AUS programme to provide grants and loans 
to assist in the rebuilding of the economies of Europe and 
some European colonies after the Second World War. 


Mathematical tractability The ability to represent a social 
‘model or relationship in purely mathematical terms. 


Mercantilism Economic policies based on the premise that 
national wealth and power are best served by the state acting 
toincrease exportsand to run balance of trade surplus (orig- 
{nally with the intention of accumulating precious metals) 


Methodology A procedure or set of procedures used to 
study a subject matter. 


Minilateralism Policy coordination among a small number 
of states. 


Monetarism A branch of macroeconomic theory that 
holds that changes in the money supply affect aggregate de- 
‘mand for goods and services, and thus the rate of inflation. 
Closely associated with the University of Chicago econo- 
‘mist, Milton Friedman. 


Monetary policies Government policies on the money sup- 
ply, the rate of interest, and the exchange rate. 


Moral hazard A form of market failure: the creation of a 
situation in which individuals or institutions are encouraged 
to act irresponsibly because of the guarantees (implicit or 
explicit) that others provide for them; for example, people 
with insurance may take greater risks than those without it, 
because they know they will receive compensation if they 
suffer adverse consequences from their behaviour. 


Most-favoured nation principle (MFN) The principle of 
non-discrimination, enshrined in Article I of the 
GATT/WTO, that members must give all other members 
the most favourable trade treatment they offer to any 
member. 


Multifiber Arrangement (MFA) A multilateral agreement 
(1974-94), a form of orderly marketing arrangement, lim- 
iting the exports of textiles and clothing by less developed 
countries to industrialized countries. Industrialized coun- 
tries agreed to phase out the MFA over a ten-year period, as. 
part of the GATT Uruguay Round negotiations. 
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Multilateral Agreement on Investment (MAl) A proposal 
made by OECD members in 1995 for a multilateral agree- 
‘ment that would liberalize investment regimes, provide pro- 
tection for foreign investors, and establish dispute settlement 
mechanisms. The talks on establishing an MAI collapsed in 
1998, following disagreements among industrialized coun- 
tries and opposition from many less developed countries 
and civil society groups. 


Multilateralism Policy coordination by three or more states 
(on the basis of principles that specify appropriate conduct. 


Multinational —_corporation/Multinational enterprise 
(MNCSIMNEs) (see Transnational corporation) Compa- 
nies that have a presence in more than one country and 
which use the different institutional structures in those 
countries to organize their activities—from basic decisions 
about production to how best to limit their tax payments— 
so as to make the highest possible level of profit. 


Nash Equilibrium In game theory, a situation where all par- 
ticipants are pursuing their best possible strategy, given the 
strategies that other players have chosen; in other words, no 
player can improve his/her situation by changing their own 
strategy. 


National treatment A GATT/WTO principle requiring 
members to offer foreign goods or services identical treat 
ment in their markets to that given to the same domestic 
good or service. 


Navigation Acts Seventeenth- and eighteenth-century legal 
statutes through which Britain tried to transpose its naval 
dominance into commercial dominance, limiting the 
amount of tradeable cargo that non British ships could bring 
through British waters while allowing British ships unre 
stricted access. 


Neo-liberalism A political orientation that came to promi- 
nence in the 1980s, celebrating the desirability of market- 
based economic institutions and a willingness to use the 
‘market to discipline the population. Itis often closely associ- 
ated with policies of privatization and the retreat of the state 
from prominence in economic affairs. 


Neo-statism A conception and strategy of development 
based on the idea that states shape, direct, and promote eco- 
nomic development, and that markets are ‘governed’ rather 
than ‘free’. It has been associated most strongly with the ‘de- 
velopmental state’ model in East Asia, and emerged asthe key 
counterpoint to neo-liberalism as a means of explaining the 
growth and development trajectory of that region from the 
1960s onwards. 

New International Economic Order (NIEO) A list of de- 
mands by less developed economies in the 1970s that pro- 
posed a radical restructuring of international economic 
regimes. 


Newly industrializing economy (NIE) ‘Term originally ap- 
plied to the ‘Gang of Four’ economies of East Asia (Hong 
Kong, Korea, Singapore, Taiwan) that experienced rapid 
economic growth from the late 1960s. Subsequently some- 
times applied to selected rapidly growing South-East Asian 
and Latin American economies. 

Non-aligned Movement A movement formed in 1955 asa 
platform from which developing countries could organize 
themselves more effectively to participate and demand rep- 
resentation within international organizations in the con- 
text of the Cold War. 


Non-tariff barriers (NTBs), also Non-tariff measures 
(NTMs) A wide variety of official or unofficial devices 
(other than tariffs) that hinder imports into an economy; for 
example, quantitative restrictions, health regulations, cus- 
toms procedures. 

ODA Official Development Assistance, popularly referred 
to as foreign aid. 


OEM Original equipment manufacturers. Originally used 
(primarily in the electronics industry) to describe a company 
‘manufacturing a product that was marketed under another 
company’s brand name. Now also used (somewhat confus- 
ingly to refer to companies that sell inal product under their 
‘own brand name but itis assembled from components manu- 
factured by others; for example, Tayota, General Motors, and 
other auto assemblers are often referred to as OEMs. 


Oligopoly An industry dominated by a few large suppliers 
of goods or services. 


Ontology Literally, from the Greek, ‘the study of being’. 
Ontology typically focuses on the identification of the core 
objects of study (for instance, does ‘homo economicus’ really 
exist), their characteristics and their relationships to other 
objects. 

Opportunism Decisions made on the basis of perceived 
selfinterest without regard for principles or the breaking of 
relationships with others based on trust. 


Orderly marketing arrangement (OMA) An agreement 
between an importing country and one or more exporting 
countries whereby the latter pledge to limit their exports of 
particular products. Outlawed by the GATT Uruguay 
Round Agreements. 

Pareto-optimal Outcomes where no actor can be better off 
without making others worse off. In Pareto-suboptimal (in- 


stead of Pareto-deficient) situations, other outcomes could in- 
crease some actors’ welfare without decreasing that of others. 


Plaza Accord Agreement reached by the G5 (West 
Germany, France, the United States, Japan, and the United 
Kingdom) at the Plaza Hotel in New York in 1985 for con- 
certed intervention by central banks to produce a currency 


realignment that resulted in a depreciation of the US dollar 


against other major currencies 


Portfolio investment The acquisition of interest-bearing 
foreign securities (either government bonds or company 
stocks and shares) that do not in themselves give the investor 
management control over the foreign concern. 


Private goods Goods and services that can be withheld 
from those who do not pay for them, and that cannot be 
used by others without additional production taking place. 


Property rights ‘The legal right of owners of resources to 
be paid for their usage; for example, fees paid to patent or 
copyright owners. 


Protectionist policies Policies that are designed to enhance 
the trading position of domestic producers by lowering the 
price of their goods vis-i-vis those of foreign competitors. 
Home-produced goods can be made more cheaply if the 
government is prepared to subsidize production, while over- 
seas-produced goods will be more expensive for final con- 
sumers if the government forces their producers to pay an 
import fee called a tariff. 


Public goods Goods that cannot be withheld from consum- 
cers who do not pay for them, and whose consumption does 
not reduce their availability to other consumers. Examples 
include national security and street lighting. 


Purchasing power parity (PPP) A method of computing 
an appropriate exchange rate between currencies (rather 
than that determined by the market oF fixed by govern- 
ments), which rests on determining domestic purchasing 
power by calculating the price of a basket of goods in the 
two countries in local currencies. To compute the PPP ex: 
change rate between the two currencies, one takes the ratio 
of the prices for the baskets of goods in local currencies. 
PPP exchange rates are often used as a means of presenting 
a more accurate comparison of standards of living across 
‘countries than those given by actual exchange rates. 


Race to the bottom The idea that, in a globalized econ- 
‘omy, some governments will attempt to increase their at- 
tractiveness to investors by offering minimal requirements 
on, for example, environmental and labour standards and 
taxation, 


Rareté Walras's concept which attempts to locate the desir- 
ability of a product in its scarcity, so that the higher the un- 
derlying level of rareté the greater the intensity of the want 
satisfaction that it can supply. 


Rational choice theory A theory of human behaviour that 
assumes that social activity reflects the behaviours of indi- 
viduals who are acting rationally to pursue their interests. 


Reciprocity ‘The principle in international trade that coun- 
tries benefiting from trade liberalization by others should 


Glossary 
offer equivalent (but not necessarily identical) concessionsin 


return. 


Regime A set of international governing arrangements (in- 
cluding rules, norms, and procedures) that are intended to 
regularize the behaviour of state and nonstate actors, and 
control its effects. 


Rents: Any payment to a factor of production in excess of 
the cost needed to bring that factor into production. Factors 
of production often enjoy rents when an artificial scarcity is 
created, e.g. licensing the number of taxis in a given geo- 
graphical area. 


Ricardian Socialists A primarily British group of radical 
‘economists in the early nineteenth century who tried to re- 
duce Ricardo’s labour theory of value to what they saw asits 
bare essentials, which in turn allowed them to make the po- 
litical case for a system of distribution that would have ena- 
bled workers to enjoy all of the economic rewards resulting 
from their labour. 


Rules of origin Regulations negotiated as part of free trade 
agreements that specify the conditions that goods must 
meet if they are to be considered as originating in a partner 
country (for example, that a specific share of the good’s 
value must be added locally). Intended to prevent non-part- 
ner countries from trans-shipping goods to take advantage 
of the lower tariffs offered within a free trade agreement. 


Safeguards Provisions enabling countries with problems in 
specific sectors or their economy more generally to seek 
temporary exemptions from some of their obligations in the 
trade regime. 


Seigniorage The profit that results from the difference be- 
tween the cost of producing and distributing money and the 
face value of that money. For instance, a dollar coin may 
have metal in it that is worth 15 cents. 


Singapore issues The 1996 WTO ministerial meeting in 
Singapore began exploratory work on cooperation on pol: 
icy harmonization in four areas: investment, competition, 
transparency in government procurement, and trade facili 
tation. These subsequently became known as the ‘Singapore 
issues’ 


Single undertaking The principle within the GATT/ WTO 
that members must accept all parts of an agreement rather 
than signing on selectively to individual components. The 
effect is that in WTO negotiations, ‘Nothing is agreed until 
everything is agreed’ 

Special and differential treatment. Exemptions for less de- 
veloped countries from some of the obligations imposed 
on other members of the trade regime. 


Special Drawing Rights (SDR) An international reserve 
asset created by the International Monetary Fund in 1968. 
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Over 200 billion SDRs (equivalent to $285 billion) have 
been created; these were distributed by the IMF to mem- 
ber countries in proportion to the size of their IMF quota. 
‘The SDR is based on a basket of five major currencies 
(the Chinese renminbi, the euro, the Japanese yen, and the 
US dollar) 


Specific Factors Model Following trade liberalization, the 
‘movement of one or more factors of production to different 
uses may be difficult or impossible. The effects of trade, 
therefore, contrary to the Stolper-Samuelson Theorem, 
‘may not benefit/harm different factors across various sec- 
tors but rather hurt/benefit all factors within the same in- 
dustrial sector. The likely consequence for trade policy 
formation is that coalitions organized around industrial sec- 
tors rather than classes will emerge. 


Sovereign Wealth Funds Pools of foreign currency re- 
serves managed by governments for profit. According to the 
Sovereign Wealth Fund Institute, a private agency estab- 
lished to monitor SWFs, the total assets of SWFs in 2016 
exceeded $7.25 trillion. Their assets are more than double 
those of all hedge funds combined. 


Statism A predisposition amongst many realist theorists of 
global political economy to treat the state as the most im- 
portant actor in the global economy. 


Sterilization Efforts by monetary authorities to counter the 
impact of international monetary flows on domestic eco- 
nomic activity by issuing/selling financial instruments to 
reduce or increase the domestic money supply 


Stolper-Samuelson Theorem Trade benefits the owners 
of factors of production that are relatively abundant in an 
economy while lowering the returns to owners of relatively 
scarce factors; for example, trade for labour-rich countries 
such as China should benefit (their relatively abundant) la- 
bour while lowering the returns to capital. 


Strategic trade policies Efforts by governments to pro- 
mote domestic companies in international industries char- 
acterized by oligopoly through policies (for example, 
investment subsidies) intended to permit them to move stra- 
tegically (for example, enable them to become early devel- 
opers of a product) and to earn rents. 


Structural adjustment programmes (SAPs) These are often 
designed in association with the international financial institu- 
tions, and pursued by countries experiencing debt problems. 
‘They usually include privatization of assets, reductions in gov- 
ernment expenditure to reduce budgetary deficits, trade liber 
alization, encouragement of foreign investment, and currency 
devaluation. 

Sunk costs Costs that are difficult for investors to recover, 
for example, investment in physical infrastructure, plant, 
and machinery. 


‘Supranational institutions International institutions to 
which states have ceded some of their sovereignty: for exam- 
ple, the European Union. 


Surplus value extraction Usually found in Marxist analysis, 
refers to how capitalists can pay labour only a fraction of the 
value that it generates. The difference between the wages 
paid to labour plus the fixed and variable operating costs on 
the one hand and the value of labour's output on the other 
constitutes surplus value. 


Swiss formula A method of reducing tariffs that results in 
higher tarifis being reduced more than lower ones. It was 
used in the Tokyo Round of GATT negotiations. 


Temptation to free ride Situation in which actors are 
tempted to contribute less than their appropriate share to 
the cost of the goods or services from which they benefit. 


Terms of trade The price of a country’s exports relative to 
the price of its imports. 


Trade creation Where a preferential trade agreement leads 
to the replacement of domestic production by lower-cost 
imports from a party to the trade agreement, 


Trade diversion Where a preferential trade agreement 
leads to the displacement of goods previously imported 
from a non-preferred trading partner by imports from a 
party to the preferred agreement (because these preferential 
imports now enter the local market at a reduced tariff), 


Trade-Related Aspects of Intellectual Property (TRIPs) A 
Uruguay Round WTO agreement that establishes mini- 
mum levels of protection that governments must give to the 
intellectual property of fellow WTO members. 


‘Trade-Related Investment Measures (TRIMs) The title of 
a Uruguay Round WTO agreement that prohibits govern- 
ments from applying measures that discriminate against for- 
eign companies or foreign products; for example, 
requirements that foreign investors must source a certain 
value of their inputs locally (local content’ requirements) or 
export a certain value of their output (‘trade balancing’ 
requirements). 


‘Tragedy of the commons Garrett Hardin, in a paper pub- 
lished in Science in 1968, first put forward the idea that indi- 
viduals rationally pursuing their selfinterest where they 
have access to a freely available good (a ‘commons’ will in- 
evitably act in a way that is collectively detrimental; for ex- 
ample, through over-grazing a pasture. 

Transaction costs ‘The costs other than the nominal price 
that are involved in trading goods and services; for 
example, costs of search and information, bargaining and 
decision-making, and policing and enforcement. High 
transaction costs are often viewed as a significant example 
of externalities. 


Transnational corporations (TNCs) (also Multinational 
Corporations or Multinational Enterprises) Companies that 
engage in Foreign direct investment; that is, which own, 
control, and manage assets in more than one country. 


‘Triffin Dilemma Yale University economist Robert Triffin 
pointed out in a 1960 book that the Bretton Woods mone- 
tary system rested on the confidence of other countries in 
the gold exchange standard—that is, their belief that they 
could convert their dollar holdings into gold—yer, the ca- 
pacity of the US to guarantee this conversion was being un- 
dermined by dollar outflows that were the principal source 
of new liquidity in the system. If outflows stopped, the sys- 
tem would have insufficient liquidity; if they continued, con- 
fidence in the system would be undermined. 


‘Two-level game ‘Term coined by Robert Putnam to refer to 
negotiations in which governments must negotiate simulta- 
neously at two levels: with domestic constituencies, and 
with one or more foreign partners. 


Utility Literally the condition of being useful, but in eco- 
nomic terms it is much more common to use the word to 
describe the capacity for the consumption of a particular 
{good to be to an individual’ liking: the more use-value the 
consumption is expected to generate, the higher is its utility. 


Glossary 


Utility-maximizing behaviour Selfinterested actions that 
allow the actor (a person, a firm, or a country) to do what is 
best for themselves without being concerned about 
whether their actions will have adverse implications for 
others. 


Voluntary export restraint An agreement between an 
exporting and an importing country under which the ex- 
porting country agrees to limit the total (value or volume 
of) exports of particular products. Outlawed by the 
GATT Uruguay Round Agreements. 


‘Washington Consensus Phrase coined by John Williamson 
to refer to the prevailing views held in the late 1980s and 
carly 1990s by the international financial institutions and 
governments of most industrialized countries regarding the 
desirable policy agenda for less developed economies; 
namely, liberalization of their trade regimes, privatization 
of state-owned enterprises, and reduction of state interven- 
tion in the economy. 


World Trade Organization (WTO) Established in 1995 
with headquarters in Geneva and containing 159 members 
as of late 2013, it is a permanent institution covering ser- 
vices, intellectual property and investment issues as well as 
pure merchandise trade. 


423 


424 Glossary 


Other useful sources 


Print 


Bannock, G., Baxter, R. E., and Davis, E. (2011), The Penguin 
Dictionary of Economics, 8th edn (London: Penguin). 


Black, J, Hashimzade, N., and G. Myles (2012), A Dictionary 
of Economics, 4th edn (Oxford: Oxford University Press). 


Pearce, D. W, (1992), The MIT Dictionary of Modern Econom- 
ics, 4th edn (Cambridge, MA: MIT Press) 


Online 
Deardorff's Glossary of International Economics http:// 
‘www personal. umich.edu /~alandear/glossary 


Economics—Wikipedia, the free encyclopedia http:// 
en.wikipedia org/wiki/Economics 


‘The Economist's Economics A-Z hutp:/ /economist.com/re- 
search / Economics 
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